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Introduction 


Interest in the development of economic science is little more 
than a hundred years old. There are a few unimportant works in 
the eighteenth century and there is a book in the Wealth of Nations 
which surveys earlier systems of political economy. But when 
Adam Smith wrote, the theories which he considered erroneous 
had not been completely ousted and his survey had a largely 
polemical aim. We have to wait until the su])reniacy ofc lassical 
economy is being challenged before interest in earlier tliought 
revives. Indeed, the earliest attempts at a systematic treatment 
of the history of economic doctrine were made by adl ierents of 
the historical and socialist schools which developed in (iermany 
after the middle of the nineteenth century. Those, like Rosc hcr, 
who were anxious to develop the historical approach in 
competition with the deductive were naturally preoccu])i(*d with 
the history of ideas. Socialists, on the other hand, hoped to draw 
inspiration in their attack upon the prevailing liberal-capitalist 
theory from a critical study of the origins of tliat theory, fliis 
aim is particularly obvious in Marx; but it is present in the 
writings of many nineteenth-century authors. 

With the spread of economic teaching at the end of the nine- 
teenth and beginning of the twentieth centuries, the history of 
doctrine becomes a more popular subject of study. Sometimes, 
as in the case of Ashley, it is still an adjunct to economic history 
and a consequence of methodological preference. But most his- 
tories of this modern period become matter-of-fact outlines, often 
because (as in PTance, where Gide and Rist produced their 
widely read history) the teaching of the history of political 
economy remained for a long time the only form of academic 
economic instruction. Recently a more directly 'technical’ 
interest has also arisen. As the conceptual 'tools’ of the econo- 
mist have increased in number and complexity, the practi- 
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tinners have become iiilercsled in the (‘volution of the individual 
concepts and tiic methods of application of their technical 
apparatus. Special studies of neglected aspects of past thought 
arc now more frequent. 

It is not the purpose of this book to provide an exhaustive sur- 
vey on such })urely hecliriicar lines. It is doubtful whether the 
material for such a survey is yet to hand; moreover, even if it 
were pf)ssible to write it, such a specialized history is perhaps 
not the one most urgently needed at the moment.^ Nor is this 
volume intended to supplant those encyclopedic compendia to 
which teachers and students must necessarily refer from time to 
time. 

As far as the student is concerned, I have written this book 
because I feel that the exigencies of the study of modern econo- 
mics create two serious dangers. In the first place, the intricacies 
of modern tlieorctical refinements may make the student forget 
the essentially practical nature of his discipline. Realization of 
this danger is growing, as the increasing attention given to the 
theory of economic policy shows. The modern student of econo- 
mics is also apt to lose sight of the contribution wliich his own 
subject has made, and is making, to the general stream of human 
thought. English and American teaching of economics has 
escaped the undue subservience to the historical approach 
characteristic until recently of French faculties. But there is not 
enough evidence that the opposite extreme, that of complete 
neglect of the history of doctrine, is being avoided. A broad 
statement of the evolution of economic thought written as an 
introduction to modern theory may provide the corrective 
of which many students seem to be in need. 

Other readers, if they are interested in the development of 
thought, may welcome an account of one of the most important 
of the speculations of the human mind. Economic theories are 
always, though often tortuously, related to economic practice. 
A study of the interplay between the conditions of life and the 
theorizing of man can be a helpful guide through the con- 
flicts of ideas. Many ideas of the past had their roots in institu- 

^ The American Economic Association is putting students under a very 
great debt witli its ‘Readings’ series, which bring together the best con- 
temporary work in particular segments of economics. The task of the future 
historian in surveying the evolution of contemporary theory will be made 
very much easier by this admirable collection. 

12 
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tional arrangements, in the relations between different economic 
groups, in their conflicting interests. In so far as the same or 
similar arrangements and relations still exist, the ideas to which 
they gave birth are not dead. Aristotle’s views on the different 
classes of human labour, the strictures of medieval schoolmen on 
usury, mercantilist theories of foreign trade .and physiocralic 
notions about agriculture, Ricardo’s theory of rent and the 
practical conclusions drawn from it, and the revolt of the 
German romantics against economic liberalism are all still with 
us. They have gone into the stockpot of ideas from which suc- 
cessive generations have drawn their mental food. 

In the works of the greatest of modern economists, Keynes, 
Sismoiidi and Proudhon come alive again. Not many years ago 
Professor Gray, in his popular history of economics, could 
neglect completely Malthus’s Prmciples; today controversies 
between the protagonists of capital accumulation and the under- 
consumptionists have directed attention again to one of the 
greatest economic controversies of the past — that between 
Ricardo and Malthus. 

Many writers have stressed the longevity of economic ideas, 
but they have generally been led to regard with contempt those 
who still cling to fallacies which the expert has long since dis- 
carded. Some, in their enthusiasm for modern developments, 
have looked upon past theories as imperfections steadily over- 
come; while others have tried to produce an apologia for earlier 
ideas by stressing their ‘rightness’ relative to time and place. 
The approach which 1 adopt is based on neither of these 
extremes. Analogies should not merely be pointed out; an 
examination and comparison of contemporaneous conditions is 
necessary before their full significance can be understood. I 
cannot hope to have done more than provide a first guide for 
such a treatment of economic ideas, but as such it may have its 
use both for the student and the general reader. 

A history of ideas is by nature selective and interpretative; 
by virtue of what he leaves out and by his manner of presenting 
that which he includes, the author gives sway to his own in- 
terests, predilections and prejudices. Too often, however, the 
principle which underlies the author’s treatment remains 
implied. Where the ideas presented relate to social institutions 
and policy and have a bearing upon human welfare, implied 

13 
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assumptions are particularly misleading. An express statement 
of the writer’s assumptions may help the reader to form his 
own views. 

'riic ap})roaeh of this book is based on the view that the 
proc ess by wliic h ideas are formed is susceptible to scientific 
analysis, in tlie main, the appearance of the major trends of 
thoiu^dit is not fortuitous but is dependent upon causes which 
c:\n hv discovered. Often our knowledge of the circumstances of 
th(' lives and times of certain thinkers is not complete enough 
ibr an exlnuistivc' demonstration of the causes which have pro- 
diK'ed (‘(‘rtain ideas; but we usually know enough to be able to 
form a broad ojuiiion of the manner in which economic theories 
aris(\ 

This book is also based on the conviction that the economic 
structure ol'any given epoch and the changes which it undergoes 
are major inlliieiices on economic thinking. Much of this 
coiivit'tion is shared by most wriU'rs on this subject, though it is 
se ldom made ex])licit. Few jx'ople would doubt that the econ- 
omic tliouglii produced in a community in which slave labour 
predominates is dilTerent from that which either a feudal 
society, eu' one basexl on WMge-labour, brings forth. Reluctance 
(o acce])t this proposition arises partly because it is often 
stated in a way which appears to make the cccmomic system the 
sole determinant; partly because it is difficult to present con- 
vincingly any causal relation bctw'^ccn economic practice and 
economic theory in more detailed discussions of their history. 

It must, therefore, be emphasized that the economic factor is 
a major factin' only in a very general sense which it is not 
always possible to demonstrate precisely. The causal chain 
is long and devious. In the history of economic ideas a host of 
other causal fai tors have been operative to produce a given 
theory oi attitude at a given time, many of more direct influence 
than the economic one to which they may be ultimately 
linked. 

Nor is it to be denied that ideas, in their turn, influence the 
devclo]nnent of economic practice. Indeed, in the short run, as 
Keynes remarked, the vapourings of some obscure scribbler 
may have an altogether disproportionate effect on current 
policy. Ihe history of this century has shown this only too 
clearly. In the development of economic doctrine itself, the 

14 
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stage of evolution reached by the existing body of economic 
theory is of outstanding importance. This is particularly so once 
the advancement of economic science has come to depend 
upon specialist scholars generally attached to academic institu- 
tions. Every thinker must then begin with the technical apparatus 
which he finds ready at hand, even though the original factors 
which produced this apparatus arc no longer operative. 

Political theory and political practice arc other factors which 
have influenced economists at different times. Many economists 
were sometimes social philosophers as well; this was particularly 
true of the classical economists. And the works of both old and 
modern writers show the influence of pre\ ailing philosophical 
argument and of the general quality of scientific thought of 
their time. Other writers were cither themselves engaged in 
politics or had a considerable influence upon policy; and many 
a theory bears the mark of the political climate in which it was 
conceived. 

There is no inevitable order in which these influences appear. 
However clear the succession of forms of social organization 
and economic structure may be, it must not be thought that ideas 
relating to them show an equally clear-cut sequence. Ideas 
which have arisen in a past social order often influence thought 
and action within a later institutional framework. Together 
with the existing combinations of economic factors they shape 
contemporaneous social change; and, in this process of inter- 
action, it is not always easy to say which is the proximate and 
which the remote influence. 

This absence of a neat chronological sequence in the evolution 
of economic doctrine is most striking when different countries 
are compared. During the last hundred and fifty years industrial 
society has grown up in very irregular fashion in different 
countries. The variation of tempo has created apparent anoma- 
lies in the history of economics. Ideas, dead in one country, 
reappear in another if the economic environment is more 
suitable. The emergence of pre-liberal economic doctrines, for 
example, in Germany, in which capitalist industry developed 
late and at a time when there were already full-grown rivals 
could hardly be ascribed exclusively to difl'crences of national 
temperament and mentality. It is true that these economic 
ideas will be found to be part of a general system of thought 
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referring especially to such subjects as the nation, foreign trade, 
and the relation between the state and economic life. But the 
existence of this general national outlook as anything like a 
long-term determinant in its own right is none the less doubtful; 
in the long run it is itself determined by economic and other 
conditions. 

The purpose and guiding principle of this book have deter- 
mined its plan. In the first place many names which a different 
type of history would have had to include have been omitted, 
while some thinkers who have seldom been regarded as impor- 
tant are here dealt with at some length. My choicehas beendeter- 
mined by two considerations. First, apart from the most outstand- 
ing economists of the past, only those have been included whose 
contributions to economic thought appear to have significance 
in relation to present-day theory and controversy in the wider 
field of jiolitical economy, rather than in the narrowly technical 
branches of economic science. Secondly, stress has been laid 
both on writers and views which, to my mind, exemplify 
most clearly different trends of thought. I have also had to be 
selective in the treatment of the work of individual authors who 
have been chosen for inclusion, particularly among the more 
modern ones. Where 1 liax e concentrated on certain aspects of 
these authors’ work to the exclusion of others, I have done so in 
order to illustrate most clearly the evolution of a particular idea 
or group of ideas. No injustice to the range of an author’s work 
is intended. 

There is always a danger in a book of this kind that the 
author’s principle of selection may be misunderstood. Let it be 
quite clear, therefore, that this book is concerned only with the 
main streams of thought which have gone to make up present- 
day academic economic theory (it includes Marxism as being 
also, after a fiishion, in the classical tradition). It is not to be 
supposed, however, that academic theorizing is the only im- 
poi taut form of economic thought. A different history would 
find much of interest in the theories developed by bankers, 
business men, and politicians, particularly in the nineteenth and 
twentieth centuries. But it was not my purpose to deal with 
doctrines other than those which are habitually included under 
professionaP economics. 

Another result of the particular approach here adopted has 
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been that technical developments of economic analysis have not 
been given uniform attention. Particularly in the earlier sections, 
the reader will find less emphasis laid upon the more obscure 
antecedents of individual economic concepts; and it is only in 
dealing with the developments of the last hundred and fifty years 
or so that the discussion becomes detailed. My main concern has 
been with the wider cjuestions of economic scope and method, of 
tlic relations between economics and politics, and of the place 
which economic theory has occupied in social change. And many 
s] 0 (‘('ial fields, such as the theories of money and crises, have, as a 
rule, only been dealt with if they formed an integral part oi ari 
author’s work in pure theory. 

The relative weight given to the different chapters requires a 
word of explanation. Since the history of ideas is here presented 
as an instrument for dealing with current views and trends, 
more than half the book is devoted to the last hundred years. 
A])art from the classics, those ideas of the earlier period which 
still show some active force have been treated at greatest length. 
At a time when much of the existing economic order is called in 
c[ucstion I have thought it right to deal in some detail with 
the difl'crent forms of criticism of classical economics which 
appeared last century and which have either had a decisive 
influence upon contemporary critical thought or which show 
the most striking similarities to it. At the end of the book 1 have 
ventured an opinion on the present trend of the science. 




CHAPTER I 


The Beginnings 

The Old Testament 

T. licrp has been much disagreement among economists as to the 
scope of economics. The quality of this agreement is of some sig- 
nihcance for an estimate of the present and future of the scienee 
.ind it will occupy us a great deal later. At this stage it is useful 
to summarize briefly the points of agreement. Most professional 
economists to-day would say that the primary purpose of econo- 
mics is analytical, that is, to discover what is. In other words, 
whatever other aims some of them may have in mind, and what- 
ever hypothetical examples they may devise for expository 
])urposcs, economists’ concern is to establish the principles upon 
which the present economic system works. It is sometimes argued 
that economics is capable of becoming as exact and as ‘univers- 
ally valid’ as the physical sciences; by implication, the essentially 
Sdcial and historical nature of economics is denied. These 
\iews, however, arc put forward only on the occasion of 
methodological discussion and do not seem to alTcet the scope 
of the bulk of the work of members of this school of thought: 
they are still mainly interested in the working of the present-day 
economy. 

It should be said at once that the general public is very rarely 
aware of this positive and analytical purpose which the profes- 
sional regards as the paramount, or even as the only legitimate 
one. The public knows that it can justifiably demand of the 
economist a statement of how the system works (though its faith 
in the explanation which is forthcoming is not always great) ; 
but it generally wants to know also what is the right thing to do. 
Economists cannot always shirk this question ; and when they 
answer they reveal more far-reaching differences of opinion than 
any that arise in the analysis upon which they all claim to base 
their advice. Such disagreement over the diagnosis of an actual 
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(‘('(Hioinic' problem and the prescription of a remedy, more than 
a cU die for seicnlific neatness, leads economists from time to 
Unu: to an examination of the limits of their discipline. Thus 
we return to tlie differences of definition. 

Althou^li this circuitous route has been travelled frccpiently 
in the last hundred and fifty years, the main development of 
economic thought has proceeded without constant methodolo- 
gical discussion. Tlie broad social framework of the present-day 
(’(onomy was Uikcu as given. Private property and entcri)risc, 
private (‘xc hange, the maiket economy, in short, capitalist pro- 
duction was the soil in which their principal concepts grew. 
C:a})ital, labour, value, price, supply, demand, rent, interest, 
prohi — tlu'se are the elements of the system and, therefore, of 
its tlu'on tic al analysis. 

The earliest systematic development of these concepts is to be 
found at the end of the seventeenth and beginning of the eigh- 
l(‘enth ('{‘iituries. The particular set of economic conditions to 
which they refer was not present in developed and comprehen- 
sive form at any earlier stage of human history. We shall see that 
the great minds to whom we owe the foundations of classical 
political e('oiiomy claimed that they had discovered more than 
the laws appropriate to a particular social system. But it is impor- 
tant to stress here that political economy as a science begins at a 
time when the foundations of industrial capitalism were already 
wc'll laid. There is a surprising unanimity of opinion among 
historians of economic doctrine on this point; and many writers 
have even gone so far as to ignore completely any earlier econo- 
mic thought, or to refer to it only in very slighting terms. ^ It is 
perfectly true that the total volume of economic theory, in any 
modern sense, to be found in the writings of, for example, the 
Greek philosophers is very small; but we can only expect state- 

^ Gidc and Rist begin their history with the pliysiocrals of the eighteenth 
century. Cannan, in his Review oj Economic Theory (1929), p. 2, says that ‘we 
should be di.sappointed ’ if we expected to find ‘ intertlsting economic specula- 
tion in the writings of the Greek philosophers’. Duhring [Kritische Geschichte 
der National OkonomieunddesSozialismus, 1874) claims that neither ancient nor 
medieval thought contributed anything ‘positive’ to economic science. 
Schumpeter der Dogmen md Methodengeschichte, 2nd ed., 1925) admits 

the indirect influence of Greek philosophy but minimizes its detailed contri- 
bution. Marx, in a chapter which he wrote for Engels’s Anti-Duhring, gives 
Greek economic thought (or, at least, Aristotle), its due, though with his 
customary tendentiousness. 
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mcnts of an economic character in the present-day sense of the 
term to the extent to which certain of the economic conditions 
of our society were already present in the society in which the 
Greek philosophers lived. 

That society, or that earlier one which is described in the Old 
Testament, undoubtedly possessed some of the characteristics of 
modern capitalism. There was private property, division of 
labour, market exchange, and money. Some writers have gone 
firthcr than appears justified in their attempt to find ancient 
analogies for modern economic phenomena. But there can be no 
doubt that ancient thinkers, discussing the problems of their 
society, have made statements which have become the starting- 
point of all social theory. The fact that th(‘se statements arc frag- 
mentary and scattered docs not detract from their importance. 
The views of the Hebrew prophets, set in the ethical or meta- 
physical system of a patriarchal society, may appear extremely 
primitive to a modern economist; but their power to influence 
men’s minds is not necessarily inferior to that of many a refined 
and scientific theory; indeed it is often greater. The systems oi' 
philosophy, of which such isolated economic statements formed 
part, continue to live; and whciKwer critical convulsions occur 
in the economic system, their influence grows. When belief in 
established institutions and practices declines, the search for 
comprehensive philosophies of life and rival policies compete in 
the name of one or another Weltanschauung. No one would deny 
that most ideas in the body of human thought during more than 
two thousand years still have their champions. 

It is not intended to exaggerate either the volume or the 
importance of early economic thought. Man cannot begin to 
tlicorize about the economic process as long as this is so 
simple as to require no special explanation. Modern econo- 
mists make even Robinson Crusoe speculate upon the impli- 
cations of choice which they regard as the essence of economy; 
but all that anthropology shows is that the earliest human 
theorizing was concerned with what contemporary econo- 
mists would call the technical aspects of the j)roccss of want- 
satisfaction. In so far as we can discover the ideas which 
primitive man consciously held they appear to be designed to 
supply some explanation of the changes of season, of the powers 
of the soil, of the habits of animals, and of the bearing of all 
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these upon the ability to satisfy human wants. Even at com- 
paratively developed stages of tribal society no specifically 
social economic problems seem to call for explanation. The 
economic process of a community in which the technique of 
produc tion is simple, in which property (at any rate, that 
winch is applied to productive uses) is communally owned 
and in which division of labour exists but has not led to 
habitual private exchange of products, are unlikely to appear 
incomprehensible to the members. The connection \ between 
individual effort and individual satisfaction is obvious to every 
one: the process of ])roducti(m and the product arc under the 
individuars control throughout and there is no need for any 
(daborate social or (xonomic theory. 

But technique of ]3roduction de\'(dops and wants become 
more complex; and there comes a siage when different social 
arrangernemts arc devisc^d to give the' possibilitievs of the cc3m- 
munily the ir full scojk*. Division of labour develops to tlic point 
at whic.h it involvc'.s the establishment of private exchange and 
tlie extension of private ])rop(^rty from consumable to productive 
goods. Production is then habitually for purposes of private 
exchange; the easy supervision and control over the social 
c'conoinic pioc css is gone: the process has become impersonal. It 
is at this stage in man’s development that we should expect to 
find the first gropirigs after a theory of society and an explana- 
tion of the economic process. In spite of increasing anthi opolo- 
gical work we know little of the detailed forms which this 
economic transformation actually took; we know still less of the 
change in ideas which was part of it. To the collection of records 
as w ell as myths of varying evidential worth which wc call th(^ 
Bible anthropologists have, during the last hundred years, added 
material which may eventually enable us to be reasonably 
certain of how primitive man thought of his society and its 
changes. What evidence we have so far of ancient social thought 
consists entirely of myths concerned with justifying or attaeking 
in supernatural terms an existing social order. 

In the Old Testament and the subsequent collections of laws 
and interpretations which constitute original Hebrew thought, 
there is mirrored a conflict between the tribal society, wdtli 
communal property and primitive economic activity, and 
the impersonal economic process of a more complex, strati- 
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fled society with classes and castes, based in large measure 
on private property. The animistic views of early Semitic 
religion give way to an idealized conception of divinity. But the 
unearthly majesty of God is tempered not only by two other 
basic attributes, justice and mercy, but also by the covenant 
between the Deity and his people. It is possible lo see in this 
union an idealized substitute for older and closer social bunds 
that had already been loosened. Thci e was no attempt as yet to 
remove from religious doctrine any concern with f)liysical wel- 
fare in the life on earth. The code of conduct enjoined upon 
members of the community was strict and included a recogni- 
tion ol' certain overriding social obligations that were little 
diflerent from those of the patriarchal family and the tribal 
community. 

yM though the scope of private property grew to include land 
the individuafs rights over property remained severely restricted 
for a long time. Laws to preserve a lamily’s connection with the 
owaicrship of land and the institution of a year of jubilee^ (even 
though no ret'ord of its enforcement appears to exist) are ex- 
amples of communal limitation of individual rights. But the 
disintegration of the primitive community could not be stopped. 
With the development of private property there came trade, 
both home and foreign, and with it the possibilities of accumu- 
lating wealth. It was in that period that the Hebrew monarchy 
grew up. The picture of the society of the time which is drawn in 
Kings, and moi'c emphatically still in the laments, protests, and 
visions of the prophets, is one of marked division between rich 
and poor, 'fhe luxury of the court was based upon the gradual 
d(‘velopmcnt of an enslaved class. The expenses of the royal 
household, w'ars, and lavish public building were financed by 
tolls and the profits of the king’s foreign trade monopoly, by 
conscription of labour and heavy taxation. ^ The results were 
impovcrisliment of the masses, alienation of land, and the 
de\x'lopment of an ‘underprivileged’ class. 

This change in the economic climate is reflected in the 
s])iritual revolt of the prophets. By their denunciation of the 
covetousness of the new society they sought to guide men back 
to the way of living of the covenant, to revive justice and mercy 
as the principles of .social behaviour. They castigated the excesses 
^ e.g. Leviticus, xxv, lo, ii. i Kings, v, 13 sgq. 
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of the new ( (nTiinercial classes, of the usurers and the ‘land 
robbers’; and they preached once again limitations upon the 
rights of j)rivate property. In some matters they were successful. 
The prohibition of the levying of execution upon a debtor’s 
clothes or tools ^ remains a cardinal principle of Jewish law, 
and it is also one \vhich has influenced the laws of many other 
nations down to the present day. 

But the prophets’ major attack was fruitless. Thiey were able 
to descrilx* clearly the consequences of the ousting social 
order, but they did not understand the forces whi\:h were res- 
ponsible for the appearance of the order itself. They could only 
sigh for the return of an earlier age, not realizing that its social 
structure had become inappropriate. Some of the prophets 
a])pcar to have been dimly aware of the Utopian nature of their 
protest; these have no hope of the future, and they expect to see 
the wrath of God bringing about the universal destruction which 
they regard as the only fate their world deserves.^ Others put 
their faith in the coming of the Messiah who w^ould deliver man- 
kind from evil and lead it back to the ways of the patriarchal 
community,’^ 

Underlying both the despair of some prophets and the hope 
which otlicrs attaclurd to the coming of th(^ Redeemer is a 
wdiolly idealistic view of social change. The evils wdiich the 
prophets denounced were not realized to be in part the result 
of die growth of a new economic structure; they were ascribed 
exclusively to a change of men’s hearts. Covetousness and 
corrujjtion, unrelated to the more favourable soil in which 
they could now flourish, were alone regarded as the cause of 
misery. The remedy w^as equally a wholly idealistic one: 
a full acceptance of God’s law', a life led, once again, accord- 
ing to the religious code. A clear vision of a new social 
structure of the future was no part of this view. The expansion 
of production and man’s growing mastery over nature 
demanded the recently established institutions. In so far, 
therefore, as the prophets were concerned with the social ordei* 
as well as with man’s behaviour they could only express a vain 
hope for a return to more primitive conditions. The prophetic 
revolt, significant in its day, was doomed to failure. It reached 

^ e.g. Exodus, xii, 26-7; Deuteronomy, xxiv, 6. 

^ e.g, Amos, viii. a e.g. Isaiah, xi. 
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its zenith with the rise of Christianity; but even this last and 
strongest outburst of discontent did not succeed in improving 
the people’s conditions in its own time. With progressive ideal- 
ization it lost its direct relevance to the social problems of 
its time. But it remained as one of the most powerful influences 
over men’s minds for all time and as the most potent single 
source of inspiration for individual conduct. 


Greece: Plato and Aristotle 

Meanwhile, another ancient civilization which left a mark 
upon European thought had developed in not altogether dis- 
similar ways. We know little about the heroic period of Greek 
history; but from the myths that remain and from such legends 
as the constitution of Theseus, it seems that already in that 
period the decay of tribal organization had gone far. Private 
property in land, a high degree of division of labour, trade — 
particularly maritime — and the use of money were already estab- 
lished. The close bonds of the tribe were broken and had been 
replaced by those of a society rigorously divided into classes and 
ruled by a landed aristocracy. Certain democratic forms of 
government which had survived from earlier times, such as the 
popular assembly, had lost their content in the Greek city state 
of the eighth century; real power lay in the hands of the owners 
of the land and of an hereditary ruling class. 

Although this kind of state had arisen through the disap- 
pearance of the economic foundation of tribal society, it still 
preserved too many features of a self-sufficient agricultural com- 
munity to be entirely appropriate to the needs of growing 
commerce. Not only did the rising trading classes come into 
conflict with the landed aristocracy; the increasing reliance of 
agriculture on export markets and the growing power of money 
led to the same impoverishment and gradual enslavement 
of free peasants which had roused the prophets of the Old 
Testament. 

The constitution of Solon in the sixth century b.g. is a symptom 
of this growing conflict. It attempted by a number of reforms to 
prevent the worst consequences of new economic practices and 
to provide for a peaceful adaptation of political institutions. 
The personal enslavement of the debtor was forbidden and some 
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slaves freed; and although the taking of interest was not pro- 
hibited, nor a maximum rate for it fixed, many existing debts 
were reduced or cancelled. The machinery of government was 
altered by dividing the free citizens into four classes according 
to the proj)erty they owned. Although all classes of citizens had 
tlie right to vote in the popular assembly, thus retaining the 
ultimate power of checking the government, offices were 
reserved for those who owned property. 

Tliesc ingenious reforms, which attempted to blend an aristo- 
cratic with a democratic constitution, which buttres^d the pro- 
perty qualilication for government while at the same time 
limiting (crtain property rights, were not lastingly successful. 
T’he struggle between the aristocracy and the commercial classes, 
clamouring for their due share of government and supported by 
ihc im])overished peasants, continued. The inner conflicts of 
the individual Greek states until the collapse of Greek civiliza- 
bon itself an* all variants on the same theme: the fight between 
the old ruling class and the expanding commercial classes, 
complicated by the existence of a mass of slaves and impoverished 
peasants and artisans. 

With the rule of' the tyrants, such as Peisistratus of Athens, 
and particularly with the democratic constitution of Cleisthencs 
(509B.G.), the aristocratic power, at any rate in Athens, appeared 
to be broken. The growth of its trade and the threat of the 
Persians made Athenian democracy become, under Themisto- 
cles, the protagonist of a new Hellenic imperialism; it was still 
based on the economic power of the commercial class, but 
it had become aggressive, nationalist, and reluctant to return to 
the confined conditions of the earlier city states. In the ensuing 
conflict with other Greek states, particularly with aristocratic 
Sparta, Athenian democracy was unable to survive. Its own 
internal decay, no less than the threat from outside, brouglit 
about its collapse. The development of trade and manufacture 
on a basis of slavery hxl to the impoverishment of the bulk of 
free citizens. A new ruling class developed; but being in a small 
minority and lacking the cohesion of the old aristocracy, it 
proved itself inferior to its more aggressive Greek rivals. In the 
hundred years that followed its defeat at the hands of Sparta 
Athens did succeed in reviving again; and the ideas of 
democracy and national confederation for which she had stood 
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at the height of her power received a new lease of life. But this 
revival only lasted until 338 b.g., when the Macedonian con- 
quest of the whole of Greece was completed. 

It was during the latter part of this long period of violent 
transformation that Greek philosophy made its main contribu- 
tion to social thought. Greek political theory was born of a social 
conflict similar to that which had called forth the protests of the 
Hebrew philosophers. It, too, was inspired by discontent and was 
concerned with social reform. But althougli it lacked the revolu- 
tionary fervour of the prophets, it achieved a much more 
penetrating analysis of its own society than anything to be 
found in the Bible or for many hundreds of years after 
Greek civilization. ^Chronologically, it was Plato who first 
attempted to offer a systematic exposition of the principles of 
society and of the origin of the city state, as well as a plan for the 
ideal social structure. But it was his pupil Aristotle who laid the 
foundations of much of later economic thought. 

Plato’s principal work which is significant for our purpose is 
The Republic, In that dialogue and, to a less extent, in some of 
the books oiLaws^ Plato’s main economic ideas are contained. In 
considering these ideas it is important to remember certain facts. 
Plato was essentially an aristocrat; but his dislike of Athenian 
democracy was not consciously based upon an opposition to 
the economic power of the rising commercial class. Rather was 
it a spiritual and romantic revolt aroused by the excesses of 
commercialism. Plato was, however, also a man of the world 
who, with certain interruptions caused by the inc\ itable disil- 
lusionment suffered by the philosopher in politics, was continu- 
ally drawn into the political arena. )It has been suggested^ that 
‘Hu Republic was written with an eye to an invitation to Syracuse, 
where Plato later became tutor and adviser to Dionysius II. 
His blue-print of the ideal society may thus be not only a 
Utopia; it may bear the marks of an immediate political aim. y 
Pton the purely analytical side Plato’s main achievement is the 
account of the division of labour and the origin of the city (then 
identical with the state) with which he prefaces his outline of 
the ideal republic. The city, he says, *^ arises because of division 
of labour, which is itself the result of natural inequalities in 

^ R. H. S. Crossman, Plato To-day (1937), p. 1 1 1. 

* Plato, The Republic, Book II. 
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human skill and the multiplicity of human wants. Specialization 
becomes necessary since a given piece of work cannot wait for 
the worker (which it would have to do when men perform a 
multitude of tasks) for fear of deterioration. But when men 
specialize and are no longer self-sufficient, a commercial organiza- 
tion becomes necessary. Plato docs not pursue this argumeiiLj: 
nor docs he consider the specifically social and economic 
aspects or division of labour. To him it is a natural pheno- 
menon; and he thinks of its effects exclusively in ternls of superior 
quality of products (increased use-value, as modern economists 
would say).) There is as yet no concern with the cheapening of 
products which specialization brings about. It is not surprising, 
therefore, tha^^^lato sliould have had no idea of that connection 
between the size of the market and the degree of division of 
labour which Adam Smith was to make famous) (Plato’s con- 
temporary, Xenophon, however, ^vho gives in his Cyropaedia a 
similar account of the division of labour^ccms to have gone a 
little farlherin his appreciation of the nature of private exchange: 
he distinguishes between the big cities in which division oldabour 
is developed and the small cities in which it hardly exists.) 

(Tlato put his theory of the division of labour to an essentially 
retrograde use. In his hands, it became an idealization of a 
caste system and a support for the aristocratic tradition which 
was by tlicn on the defensive. The Athenian state which had 
inspired Plato to draw up his programme was a state torn by 
rivalries. Plato was aware of this conflic't and of its terrible 
consequences in misery, corruption, and general degradation. 
In the ideal republic, therefore, class antagonism was to be 
absent. This was not to be achieved by abolishing class divisijj|fc 
altogether. On the contraiy, as might be expected from^i 
aristocrat, the distinction between the rulers and the ruled was 
to be made much more marked. But Plato envisaged his rulers 
as a caste rather than as a class, freed, he hoped, from any 
motive of economic exploitation by their acceptance of rigorous 
standards of conduct. This is the secret of the ‘communism’ 
of Plato’s republic. The concept of the rulers was, however, a 
highly idealized one. It ignored the corrupting effects of abso- 
lute power; it also ignored the economic aspects of a caste 
system. In the end it turned out to be admirably siiited to 
become an apologia for an actual oligarchy, p 
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^In Plato’s ideal state there are two classes: the rulers and the 
ruled. The former is divided into guardians and auxiliaries; the 
latter are the artisans.^o one in the latter class, devoted as it 
was to the menial occupations of the production and ex- 
change of wealth, could have the ability necessary for govern- 
ment. The members of the ruling class must be set apart from 
early childhood, carefully educated not only in philosophy but 
also in the arts of war, since they will have to protect their state 
against foreign attack. At the age of thirty they will have to pass 
an examination which will select the future ‘philosopher-kings’, 
as they have been called, while all those who cannot pass the 
examination remain auxiliaries concerned with general adminis- 
trative duties. Plato, then, believed in rule by an elile. It was 
for this elite that he postulated a communistic life of Spartan 
rigour, ^ree from the degrading pursuit of wealth, they would 
be able to devote themselves to governing their community with 
a rule of reason. 

This ideal state was far removed both from Athenian democ- 
racy and from the society of its great rival, aristocratic Sparta. 
In the former, class-conflicts and injustice were rife and the 
virtues of a more stable social order were fast disappearing. In 
the latter, government was in the hands of an hereditary class 
that could not claim to have gone through that careful process 
of education and selection which Plato postulated for his 
guardians. It showed little concern for the welfare of its subjects, 
whom it ruled not by reason and benevolence (nor even by the 
lying propaganda which Plato had regarded as a justifiable 
weapon of his ideal governing class), but by brutal tyranny. 
Moreover, when brought into contact with commercialism and 
colonization, it developed the same vices of corruption and deca- 
dence that were ruining democratic Athens. 

Nevertheless, it did not at first appear impossible to carry out 
some of Plato’s ideas in his own day. Some of his pupils, like 
Dion, occupied influential positions; and there were in existence 
oligarchies, like Syracuse, which offered the hope of avoiding 
the evils of both Athens and Sparta. But Plato’s idealistic view 
of social change was twisted out of all recognition in its practical 
application; it was made to justify not merely lies used by a 
benevolent despot in the interests of his subjects but the most 
violent acts of self-seeking politicians. The rule of reason did not 
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conquer in Plato’s lifetime: it was the aristocratic counter- 
revolution that was victorious, until it too had to give way to the 
foreign invader. 

But Plato’s ideas survived; again and again, the romantic and 
the Utopian have gone to iiim for inspiration. Pareto and Wells 
revive the idea of the governing elite: the one as the moving 
force of all past social development; the other as a caste specially 
fitted for the task of rational, just, and benevolent government 
of the future.(ln the writings of the rationalist philosophers the 
belief in the rule of reason comes to lil'e again. To this day there 
persists the view, common to Plato and Aristotle, that some 
occupations are unworthy. And Plato’s very small regard for 
foreign trad(‘ is shared by many romantic schools of economics. 

The most striking analogies to Plato’s blend of reaction and 
Utopia appear in periods of history during which radical and 
ra|)id ( hanges in the economic and social structure are taking 
place. It is then that tlna'e can be found those who are distressed 
by the decay in established values, but who cannot rise to more 
than an idealization of the past. They want to re-establish a 
mythical golden age, since they cannot understand the forces 
which are transforming tlieir own society. This characteristic is 
well marked in the (human romantics of the nineteenth cen- 
tury; as we shall see, Fichte and Adam Muller urge such a 
‘going-back’ to tin* ‘serenity’ and ‘jKUice’ of the Middle Ages. 
And many of the suggestions for social reform that arc finding 
adherents to-day have the same romantic quality. The degree 
ol sincerity and good intention with which such views are put 
foiward varies, but intention is, perhajxs, in the end not 
of de('isivc importance. Plato may well have been genuinely 
troubled about the evih of the new democracy of his day, 
and his may not have been a selfish opposition concerned 
with saleguarding the threatened interests of the aristocracy 
to which he belonged; nor does his Republic create the 
mental fog so characteristic of many later romantics. Yet 
even he, apparently sincere and clear-headed and writing at a 
time when philosophical speculation had a great chance of 
practical influence, was doomed to see his ideas perverted. 
This fate has been suffered by many later reformers whose 
sincerity may have been as great. The romantic garb has often 
also been added for demagogic purposes: to hide the grim 
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purpose which those who develop or exploit certain views really 
have. Plato and Dion are not the last examples of the gulf which 
separates intention and performance. 

Plato was the first of a long line of reformers, his pupil, 
Aristotle, was the first analytical economistffie was not of aristo- 
cratic origin, and he appears to have been much more reconciled 
to the growth of the new society than was his teacher. jLhrough- 
out his Politics and those parts of his Ethics which have a rele- 
vance to political and economic questions, there is evident a keen 
understanding of the principles on which his own society 
was based. fit was he who laid the foundations of science and 
who first posed the economic problems with which all later 
thinkers have been concerned. ) 

. jAristotle also discussed the constitution of the ideal state. He 
criticized the plans of others, ineluding those of Plato, and gave 
his own. In Book II of the Politics Aristotle stro^ly opposes the 
communistic elements of Plato’s ideal republici*M'he arguments 
which he uses against community of wives and children are of 
little relevance to our present purpose, although they are interest- 
ing in regard to the development of the family unit in the Greek 
statc./Aristotle’s attack on the community of property is almost 
entirely based on the * incentive’ argument: communal property 
will not be looked after as carefully as private property; in addi- 
tion, quarrels are bound to develop when men, unequal by 
nature in skill and industry, are not differentiated by varying 
opportunities of enjoyment, ^ot the abolition of private pro- 
perty, but a more enlightened and liberal use of it is required.^ 
NAAristotle’f own ideal city lacks Plato’s imagination but it 
retains the belief in reason and benevolence. The state is still 
divided into rulers and rulcd^The former are the military class, 
the statesmen, magistrates, and the priesthood. These functions 
are not to be divided among different groups: according to age 
the members of the ruling class will perform these tasks of gov- 
vernment; they will be soldiers when they are young and strong, 
statesmen in the prime of life, and priests in old age. The ruled 
are the farmers, craftsmen, and labourers.^nd though he still 
regarded trade as an unnatural occupation, Aristotle was pre- 
pared to admit it to a limited extent into his ideal city. The basis 
of this city still remained slavey Aristotle justified it by appeal- 
ing to the fact that some people were slaves by nature.^e did, 
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however, make some breach into the existing institution of 
slavery by emphasizing that slaves should be recruited from 
those of non-Hellenic origin. 

(But his part in the controversy about the ideal state is the least 
important of Aristotle’s contributions to early economic thought. 
His analytical ideas can be summarized under three headings: 
{a) the definition of the scope of economics; [b) tlic analysis of 
exchange; and {c) the theory of money .jTo these may be added 
a number of other incidental remarks which arc made in the 
course of the main discussion. The particular merit 6f this dis- 
\ cussion is that the argument proceeds logically, each step leading 
to the next( According to Aristotle, economy is divided into two 
parts: economy proper, which was the science of household 
management; and the science of supply, which was concerned 
with the art of acquisition .'^othing need be said about his dis- 
cussion of the former except that it deals with the development 
of the city from the household and the village and that it con- 
tains Aristotle’s famous defence of slavery. 

,XIn discussing the science of supply Aristotle is soon led to 
analyse the art of exchange through which the needs of the 
household are increasingly met. Here he distinguishes between 
a natural and an unnatural form of exchange. The former is 
merely an extension of the economy of the household designed 
Tor the satisfaction of men’s natural wants’;^ it arises from the 
existence of varying stocks of goods and the enlargement of the 
association of men beyond the confines of the household. It is 
from this simple form of exc^iange that a more-f^omplicated and 
unnatural practice arises. 

‘Pf everything which we possess there are two uses: both 
^elong to the thing as such, but not in the same manner ,jfor one 
is the proper, and the other the improper or secondary use of it.. 
For example, a shoe is used Jbr wear, and is used for exchange; 
both are uses of the shoe.’^n these wordsj(-Aristotle laid the 
foundation of the distinction between use-value and exchange- 
value, which has remained a part of economic thought to the 
present dayXI^lthough his words are obscure, Aristotle seems 
to say that the secondary value of an article — as a means of 
exchange — is not necessarily ‘unnatural’. Men may exchange 
without being engaged in the unnatural form of supply, the art 

^ Aristotle, Politics (jowett’s translation), Book I, 9. 2 ibid, 
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of money-making. They would in that case exchange only until 
they had enough; but barter does not stop there. Men become 
more and more dependent upon exchange for the supply of 
their needs and they develop a medium of exchange. They make 
a convention to use an article useful in itself, such as iron or 
silver, for the purpose of facilitating exchange, j 
>Thus Aristotle carries a little further Plato’s definition of 
money as a symbol for the sake of exchange. He shows how the 
inconveniences of barter lead to the development of indirect 
exchange, how measurement by size and weight is replaced by 
coinage, and how trade for its own sake, the pursuit of numey- 
making, arises. The natural purpose of exchange, the more 
abundant satisfaction of wants, is lost sight of; the accumulation 
of money becomes an end in itself. The worst form of money- 
making is that which uses money itself as the source of accumula- 
tion: usury. Money is injtcnded to be used in exchange, but not 
to increase at interest; it is by nature barren; through usury it 
breeds, and this must be the rhost unnatural of all the ways of 
making money. In these views Aristotle shows himself to be still 
anxious to limit the scope of commerce by setting it on an 
ethical basis and by distinguishing between different forms of it. 
To this extent he is still in the Platonic tradition; it is not sur- 
prising, therefore, that when Christian doctrine of the Middle 
Ages souglit to condemn the baser aspects of trade — the search 
for gain for its own sake, and particularly usury — it looked to 
Aristotle for support. ^ 

[Aristotle’s long discussion of the two arts of money-making 
was not just an attempt to drive home an ethical distinction. It 
was also a true analysis of two different forms in which money 
acts in the economic process: as a medium of exchange whose 
function is completed by the acquisition of the good required for 
the satisfaction of a want; and in the shape of money capital 
leading men to the desire for limitless accumulation.>por the first 
time in the history of economic thought the dichotomy of money 
and real capital (Aristotle already distinguished those goods 
which are used for further acquisition) is stated; but later 
economists stripped it of its ethical garb. 

In his discussion of the quality of money Aristotle concludes 
that money has a conventional rather than a natural origin. It 
was the rendering of the Greek word nomos into the Latin lex 
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which caused considerable difficulty to later interpreters, par- 
ticularly to the medieval schoolmen. They were unable to 
distinguish clearly between legal-tender money and money in a 
more general sense, as the medium of exchange created by usage. 
It has been suggested^ that Aristotle’s view on this point antici- 
pated Knapp’s state theor)^ of money, which makes money a 
creature of the law. But it seems clear that Aristotle meant by 
nomos nothing but the convention of the market, a very different 
thing from the law. He distinguished this from tli^e ‘naturar 
institutions of the economic process only in order to bring out 
the development which the household economy had undergone 
and also to differentiate between the medium of exchange and 
the money-capital asy)ccts of money. 

, Aristotle’s appreciation of the real quality of market exchange 
is revealed even more by the attention which he gives to the 
problem of exchange-value and to the function of money in its 
dctermination.\The relevant passages in Book V of the Ethics are 
somewhat obscure, but they show that Aristotle was able to 
formulate the problem of the function of money as a ‘measure’ 
of value. Again the question of the establishment of exchange- 
value is made in part an ethical problem. It appears in Aristotle’s 
discussion of justice, and in particular of the corrective justice 
which should underlie commercial transactions^ristotlc realizes 
that exchange is based on cciuivalencc.^|lc regards exchange 
as ultimately based on wants, but he considers at the same tinn^ 
that ‘proportionate ecyuality’*^ prior to exchange is essential. 
He thus appears on the side of those who regard (exchange- 
value as existing apart from price and prior to any particular 
act of exchangc.’Y 

^He did not, however, develop a theory of the factors deter- 
mining that exchange-value.^^de is content to state that although 
goods which are exchanged are essentially incommensurable, 
they must somehow be comparable in order to be exchanged. 
This possibility of general exchange he bases, in the first place, 
on the existence of mutual demand which unites society, ‘for if 
people had no wants, or their wants were dissimilar, there 
would be either no exchange or it would not be the same as it is 
now .( In the second place, he takes money as ‘ a sort of recog- 

^ A. Gray, The Development of Economic Doctrine (1931), p. 27 
Aristotle, Ethics (Welldon’s translation), Book V. 
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nized representative’ of demand. )|[t measures everything]. . . 
e.g. the number of shoes which arc equivalent to a house or a 
meal.’ What begins with the promise of being a theory of value 
ends up with a mere statement of the accounting function of 
money .)But the problem is correctly stated; so also is that of the 
‘store of value’ function of money. /Aristotle recognizes that 
‘money is serviceable with a view to future exchanges’, but also 
that its value, like that of other things, is subject to change, j 
(Although Aristotle is thus responsible for the beginning of a real 
analysis of the problem of exchange-value, it was the ethical 
form of Aristotle’s views which served as the content for medieval 
theories of exchange: they found their first extension in the 
doctrine of the ‘just price’. It was not until the rise of the classi- 
cal political economy of the eighteenth century that a positive 
theory of value was first developed) 

Aristotle we see the first separation and reunion of the posi- 
tive and the etliical approach to the economic process. Tdis is 
a vi(^w of so( i(*ty similar to Plato’s. For example, Aristotle 
ascribes the evils of property not to that institution itself, but to 
the vicious manner in which men administer it. But the distinc- 
tion between the forms which economic activity actually takes 
and the ethical precepts which should underlie it is clearly brought 
out. In his analysis of the principles of a society in transition 
from agricultural self-sufficiency to trade and commerce he 
remained unsurpassed for centuries. He remains also the 
chief source of inspiration of all those who wish to effect a 
worthy compromise between the baser and the higher pursuits 
of man. I'herc was one institution, a fundamental one of his 
society, with which he was quite unable to grapple — slavery; 
and it was this which brought low his civilization. It was not in 
Cheecc, howe\ er, but in Rome that the conflict between this ex- 
])l()iled class of the ancient world and its rulers came to a head. 


The Roman Empire and Christianity 

Rome has left a meagre legacy of specifically economic dis- 
cussion. The great empire, by the side of which the Greek city 
state looks a small unit, was incapable of producing great 
social thinkers. It is not possible to develop here an analysis of 
the reasons for this paucity of philosophical speculation in 
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ancient Rome. Ail one can say in relation to economic thought 
is that the struggle between the old and the new society in its 
specifically economic aspects, which was vividly before the eyes 
of Greek philosophers and which inspired their views, appears 
not to have been so marked in Rome. 

' The Roman Empire also had its beginnings in small agricul- 
tural communities with very little trade and a rigid division of 
social classes. But favourable geographical conditions, a wealth 
of natural resources, an early achievement of soniething ap- 
j)roaching national cohesion, and the conquest (k colonies, 
which for a time solved the problem of impoverished farmers, 
caused a rapid transition to a larger and more complex social 
structure .Vlhis transition, though smoother, apparently, than 
in Greece, was not without its conflicts. The wars and 
conquests which extended the power of Rome were accom- 
panied by serious economic dislocation and an intensified opposi- 
tion ofinterests between poor and rich.^ While they impoverished 
the small farmer through increasing tax burdens, they added to 
the wealth of the large landowners, moneylenders, and mer- 
chants, and created a new wealthy class of those who were able 
to profit from the quickened economic activity of war and recon- 
struction. Soon, however, the establishment of the empire and 
the consequent consolidation of administration and finance led 
to a period of prosperity which made it possible to lighten the* 
tax burden and to quieten discontent by bread and circuses. 

1 1 is not until the decline of imperial splendour that there 
is some concern with economic questions. But even then 
it is little more than a second-hand version of Greek doctrine 
that holds the field. fA desire for a return to the more primitive 
conditions of the past (again romantically viewed), a high regard 
for agriculture, a strong condemnation of the newer forms of 
money-making, an attack upon the latifundia, the large domains 
which had grown up after the Punic wars: these are the recurring 
elements of Roman social thought]|jThere is little that is original 
in the writings of the philosophers,' though Pliny may be said to 
have carried a little further the discussion of money by pointing 
out the qualities which make gold a particularly suitable medium 
of exchange. ) 

! The only important new development is the perceptible 
change in the view of slavery .)There is no longer the constantly 
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repeated justification of slavery that runs through tlie writings 
of the Greek philosophers; it even begins to be questioned 
whether slavery is a natural institution. (In the works of writers 
on agriculture) (such as Columella) who were concerned with 
technical matters, (.slave labour is generally described as ineffi- 
cient; and this view was shared by Pliny. It was true that on the 
large lalifiindia^ with their difficulties of supervision, slavery was 
l)ccoming an uneconomical form of labour.) And when after the 
end of the period of conquests the supply of fresh slaves ceased, 
the whole economic basis of slavery on the land was destroyed. 

' The expansion of urban industry, too, could not be carried out 
except through the gradual disappearance of the slave; and 
while industry and trade (though not money-lending) con- 
tinued to be looked upon as ungentlemanly pursuits worthy 
only of slaves, foreigners, or plebeians, this only led to the 
gradual decline of the old ruling class and to the rise of a class 
of l'rcedmen who occupied more and moie important political 
positions. ^ 

For the problems that developed after the second century a.d. 
the Roman Empire could find no solution. A ruling class whose 
economic power was vanishing was faced by plebeians and 
freedmen, cruslicd by the weight of taxation which an over- 
grown administrative apparatus imposed, and by a mass 
of desjiairing slaves. This inner decay and the weakening 
liold of military rule over distant provinces, brought about 
tlie final downfiill of the empire. Although it did not 
produce a body of economic doctrine, it left two important 
legacies. 

During the height of its power when, for a time, the patricians, 
the new landowners, and the commercial classes lived in com- 
parative peace,(there was evolved a body of laws which has had 
the most profound influence on later legal institutions, ^n the 
first place, the intercourse with other peoples which Rome had 
had from very early times brought into contact different legal 
systems and created an interest in the problems of their relation- 
ship. The ins gentium was the body of all those laws which were 
the same in different nations and were created by the necessities 
of the same historical development. This concept led later to the 
idea of the natural law which had a considerable influence on 
the evolution of economic thought. Of more direct economic 
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importance were the doctrines which Roman jurists evolved for 
the regulation of economic relations. They upheld the rights of 
private property almost without limit and guaranteed freedom 
of contract to an extent which seems to go beyond what was 
aj^propriatc to the conditions of the day.) 

( These two features of Roman law, basic in so far as economic 
relations were concerned, show the great extent to which Rome 
had developed the mechanism of modern commerce. They 
reflect the strongly individualist quality of the Romai^ economic 
structure, in marked contract to the survival of more rigid group 
elements in the much less highly developed economy of Greek 
society. /Nothing could be more striking than the difference 
between Aristotle’s view of property and that inherent in Roman 
law: in the former, a strong ethical element limiting the rights 
of property, and in the latter, an unrestricted individualism. 
I’Jiiis while Aristotle becomes the philosopher of the Middle 
Ages and one of the sources of the Canon Law, it is Roman law 
which serves as an im])ortant basis for the l(‘gal doctrines and 
institutions of capitalism.) 

Although the Roman Empire’s law and practice do not 
appear to have been exercised over the evils of its social order, 
Rome was the birthplace of the greatest movement of revolt of 
antiquity.|\In its origins Christianity is in the tradition of th(‘ 
Hebrew propliets.Vriie Messiah would come, Isaiah liad said, 
‘to preach good tidings to the meek, ... to bind up the broken- 
hearted, to proclaim lil^erty to the c aptives and the opening of 
the prison to them that are bound And Jesus, liaving read out 
these words in the synagogue at Nazareth, added, ‘To-day hath 
this scripture been fulfilled in your cars'.*"* Whatever view one 
may take of the Gospels, it is clear that Jesus was conscious 
that His mission as the Messiah included that of emancipator 
of the poor and oppressed. Like the prophets. He castigates 
the exploiters ol the weak and those who, regardless of their 
fellow men, accumulate private riches. Like them, He 
threatens retribution through the wrath of God. 

There are, however, considerable differences between the 
teachings of Jesus and those of the earlier Hebrew prophets. 
When the latter were making their protest, the memory of the 
tribal community with its group obligations was still vivid. They 
^ Isaiah, Ixi, i. > Luke, iv, 21, 22. 
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could look back to it and could appeal to its customs and laws in 
their attack upon the invading force of the new society divided 
into social classes. With some exceptions there was the romantic 
element of laudatores temporis acti in the prophets. This element is 
not altogether absent in the Gospels; but in them emphasis 
has been shifted from the inherited traditions of the primitive 
community to new standards of social behaviour — from justice 
to love. The Gospels are in a sense more revolutionary than 
th(‘ books of the prophets. Their basis is more universal, 
siiu'c their appeal was intended not only for the oppressed classes 
but for all humanity. Not the elimination of individual abuses 
but a complete change of man’s conduct in society was their 
goal. 

(I’hcrc are also great differences between the teachings of 
Clirist and those of the Greek philosophers. We have already 
seen that the economic doctrines of Plato and, to some extent, 
Aristotle derived from an aristocratic dislike of the growth of 
commercialism and democracy. Their attack upon the evils of 
(he pursuit of wealth is reactionary: it is backward-looking, that 
of C’hrist looks forward: it demands a complete change in human 
lelations. They dreamt of an ideal state designed to ensure the 
'good life’ for the free citizens only and having the boundaries of 
(he existing city stale; Christ claimed to speak to, and for, all 
inc'ii. Plato and Aristotle had justified slavery; Christ’s teaching 
of the brotherhood of man and of universal love was’ m spite of 
(he views later advanced by Aquinas, incompatible with the 
institution of slavery. The Greek philosophers, concerned only 
with the citizens, held very rigid views of the varying worthiness 
of different kinds of labour; and they regarded the menial occu- 
pations, with the exception of agriculture, as fit only for slaves; 
C’hrist, addressing Himself to the labourers of His time, pro- 
claimed for the first time the worthiness both in a material and a 
spiritual sense of all work.) 

tout the same factors which made Christianity more revolu- 
tionary also made it more Utopian.) The slaves and the poor 
peasants, fishermen, and artisans, among whom were the earliest 
and the most eager disciples of Christ, were unable to find the 
conditions in their own society which could have made it pos- 
sible to transform that societyQln the main social struggle of the 
time, that between the plebeian and the patrician (complicated 
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by the conflict between the peoples of vanquished colonies and 
their imperial conquerors), the slaves and the urban proletariat 
had litte parl.Hlut the plebeians, the only possible alternative 
rulers, were unable to acquire economic power: since industry 
was undeveloped. The basis of the plebeians’ wealth was preda- 
tory: colonial exploitation, usury or monopoly. The struggle be- 
tween plebeians and patricians, therefore, led not to the estab- 
ment of a new ruling class but to the decay of Ronjian society. 
The shu es and ‘proletarians’, in so far as they embraced the new 
religion and its social doctrines, had to abandon the hope of any 
material improvement of their condition. The spiritual aspects 
of the new teaching grew stronger; an apparent opposition be- 
tween it and the material economic problems of the time 
developed; and in the end little of immediate social relevance 
w'as left. But it was din ing this period that the Church developed 
as a feudal institution having its roots deep in the economic 
structure of medieval society. 

When we reach the Middle Ages w^e find that the words of 
Christ are no longer enough as a basis for the doctrines of the 
Church, which, embodied in the Canon Law, held sway over 
the whole of men’s conduct/ln addition to the ethical precepts 
in which Christ’s social teaching had originally been con- 
tained, the doc'trincs of Aristotle, derived from a different 
historical background and inspired by different motives, form 
the foundations of medieval thought. \ 


The Middle Ages and the Canon Law 

QoiUToversies about the time covered by the term Middle 
Ages are now rare. It is generally considered to cover a period 
of roughly a thousand years, from the fall of the Roman Empire 
in the fifth century to about the middle of the fifteenth century. 
More precise limits are only imposed by historians with some 
particular thesis to prove and are not necessary to our purpose. 

^From our point of view the period is important only as an 
indication of the length of time during which a certain form of 
society and certain social theories held sway. Nor need we side 
with any one of the different modes of valuation of the quality 
of medieval life, a subject on which controversy is still alive. To 
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subsequent societies and their theorists it is always tempting to 
view the past through dark or rose-coloured spectacles. Many 
liberal economic historians could see in the Middle Ages nothing 
but stagnation. Impressed with the enormous expansion which 
capitalism and its political forms had brought about, they could 
only pour scorn upon the slow-moving economic process of 
earlier times. Those, on the other hand, whose social views were 
inspired by a reaction against capitalism stressed the order and 
stability of medieval society and ignored the evils which were 
tlieir indispensable accompaniment. A realistic view must avoid 
this one-sidedness and appreciate the social structure of the 
Middle Ages in its entirety, even though it contained many 
varying elements. 

On one point there is now fairly general agreement: the 
thousand years that lie between the fall of Rome and the fall of 
Constantinople are now no longer regarded as a complete lacuna 
in social development. The dark ages of barbarism which over- 
whelmed Greek and Roman civilization were real enough; but 
they did not Iccid to a complete break between the society of 
antiquity and that of the Middle Ages. The essential fe^itures of 
medieval social structure, those which concern the distribution 
and regulation of property, particularly in land, had their origin 
in certain developments which occurred in the latter period of 
the Roman Empire. Nor is there any break at the end of the 
Middle Ages: the fall of feudal society was slow and commercial 
capitalism was prepared in the womb of the medieval world. 
The impression of stagnation and of historical isolation which is 
often produced by the Middle Ages is explicable only by the fact 
that to modern observers, aware of the rapid changes of the last 
two hundred years, that social order seems to have persisted for a 
very long time. 

The j assence of incdicYal_.spciety lies in the class division 
between lords and serfs which was derived from the structure of 
the latifundia of latter-day Rome. The growing scarcity of slaves 
had led to a cliange in the method of administration of the large 
estates, though landed property itself still retained its attraction. 
Instead of working these estates themselves by means of large 
numbers of slaves, the landlords would rent out holdings apart 
from their own domain to free tenants or to slaves, receiving a 
rent in kind and money and having their domain cultivated by 
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the tenants. There was, in addition the need to settle the fron- 
tiers with a military population for purposes of defence, and this 
also led to the establishment of coloni, who possessed certain 
privileges but were also subject to considerable compulsion. In 
the fourth century the free tenant was tied to the estate, and the 
begiuniut;’ was made of a new system of bondage which in time 
cflcctivcly r('])laced ancient slavery. The decline of the empire 
phu'cd more and more administrative power into the hands 
of the landlord and made his estate the new ^economic 
and political unit. This was the forerunner of the 'medieval 
manor. 

To the social structure which was thus developed the contri- 
butions of other peoples made comparatively little difference. 
Some of them had already developed a similar economic 
organization of their own, or did so later. Others acquired it 
through contact with Rome. Even if their experience was at first 
different, the people of northern Europe, particularly the 
Germans, did in the end evolve a manorial system. The most 
powerful factors in this evolution were seizures of land by 
conquerors, who became kings, and grants of land by them to 
past or future supporters. From these the system of feudal lord- 
ship arose. It was of varying extent and complexity, covering 
sometimes an empire and sometimes only a few estates; but 
its (juality remained the same: a rigid division of different 
social classes with different and carefully defined rights and 
obligations. 

Not only on the land, but in trade and industry too, develop- 
ment proceeds without a break from the beginnings made in 
Rome. The oriental trade of the empire, though limited in scope, 
was important and was the basis of the medieval commerce of 
the Italian cities; to this was added the large trade which had 
developed in the Eastern Empire. And both Northmen and 
Moslems, who had begun as raiding warriors, ended by 
becoming merchants. Industry, apart from building and con- 
struction, was not highly developed in Rome. And in the 
medieval world too, at any rate until its later years, industry 
remains conned to the needs of a small local market or to a 
few products of outstanding importance in long-distance trade. 
But already in Rome the regulation of industry was getting into 
the hands of voluntary associations of all those engaged in the 
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same trade. Both elements of the medieval guilds, of friendly 
society and of monopoly, are contained in these Roman collegia, 
even though it is impossible to trace an unbroken line of 
descent. 

What was the unifying principle of this medieval society which 
was so sharply divided into social classes and groups? In the first 
place, the principle of division was itself regarded as the founda- 
tion of society. In the Middle Ages the worldly inequality of 
men was recognized and accepted without question. The activi- 
ties of every individual were regulated according to his status. 
His place in society, his duties, and privileges, were carefully 
defined with regard to the major political features of his state. 
Although the organic community of the tribe had gone for good, 
and inequality and duress had taken the place of the free 
association of equals, there was as yet no ‘atomic individual- 
ism’. The group loyalties were merely more numerous and 
more variegated and were exacted by means of often brutal 
coercion. 

The second unifying principle, closely connected with the 
first, was provided by the role of the Church. After the fall of 
Rome the Church had become increasingly institutionalized 
and had added greatly to its spiritual and material power. In 
the Middle Ages it had become in its secular aspect one of the 
most important pillars of the existing economic structure. Its 
property in land had grown to such an extent that it had become 
the greatest of feudal lords. But while temporal feudal lordships 
were widely scattered and lacked any links of national union, 
the Church possessed a doctrinal unity which gave it a universal 
power. This combination of secular and spiritual power resulted 
in a complete harmony between the doctrines of the Church 
and feudalist society. It is this harmony which explains why 
the Church could claim to order the whole of human relations 
and conduct on this earth as well as to provide the precepts 
which would lead to spiritual salvation. It explains also why the 
economic doctrines which result from this claim were not inap- 
propriate to the conditions of their time.^ 

V Economic ideas were part of the moral teachings of Chris- 

^ Gf. H. Pirenne, Economic and Social History of Medieval Europe (1936), 
pp. i^sqq., for a detailed account of the reasons which made the Church the 
most important feudal institution. 
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tianity. Christian dogma, however, was not enough. The medieval 
world could not give up the ethical quality of its doctrines with- 
out losing its spiritual raison d'iire. But since it also had its roots 
deep in the economic conditions of feudal society, it combined 
the tcaciiings of the Gospels and of the early Christian Fathers 
with those of Aristotle, the philosopher who had tempered his 
realistic views of the economic process with ethical postulates. 
We find throughout the canonical discussions of' economic 
institutions or practices a union between the economic ethic, 
which had been part of the spiritual mission of Christianity, and 
the existing institutions with all their imperfections. Often this 
union is an uneasy one, but it docs not break until the institu- 
tions are beginning to crumble under the impact of new econo- 
mic forces. 

The Canonists accepted Aristotle’s distinction between the 
natural economy of the household and the unnatural form of 
the science of supply, the art of money-making. Economics to 
them meant a body of laws, not in the sense of scientific laws, 
but in that of moral precepts designed to ensure the good 
administration of economic activity. The part of economics 
which was in practice very much akin to tiiat laid down by 
Aristotle rested on a foundation of Christian theology. This con- 
demned avarice and covetousness and subordinated the material 
advancement of the individual both to the claims of his fellow 
men, his brothers in Christianity, and to the needs of salvation 
in the next world. Thus the Church was able sometimes to 
condemn those economic practices which increased exploitation 
and inequality and sometimes to preach an indifference to the 
miseries of this world. In genera] it del'endcd the inequalities of 
stations to which it had pleased God to call men. 

It is a greater emphasis on this latter point which distin- 
guishes the Canonists from the early Christian Fathers. The 
Gospels and the Fathers leave an overwhelming impression of 
opposition to worldly goods. Even where they do not con- 
demn the whole institution of property, they invariably attack 
many of its manifestations. Christ had condemned the search 
for riches and Saint Jerome had said, ‘Dives aut iniquus aut 
iniqui haeres’.^ The whole basis of trade was called in question, 

P L* Brentano, und Volkswirtschaft in der Geschichte (1901), 
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as Tertullian had appreciated, when he argued that to remove 
covetousness was to remove the reason for gain, and, therefore, 
the need for trade. Saint Augustine had feared that trade turned 
men from the search for God; and the doctrine that ‘nullus 
christianus debet esse mercator’ was common in the Church in 
the early Middle Ages.^ 

But in the later Middle Ages these views on property and 
trade found themselves in strong contrast with a firmly en- 
trenched economic system which rested on private property and 
with an increase in trade caused by the growth of towns and the 
expansion of markets. The intransigence of the early Church 
could not be maintained in the face of this new economic 
development. Though some of the schoolmen, like the Dominican 
General Raymond de Pennafort, continued to condemn trade, ^ 
we find in the most important of them, Saint Thomas Aquinas, 
a distinct tendency to reconcile theological dogma with the exist- 
ing conditions of economic life.^ In regard to property, he did 
not go back to the unrestricted rights conceded in the Roman 
law, which was beginning to come into its own again. He found 
in the Aristotelian distinction between the power of acquisition 
and administration and that of use an important separation of 
two aspects of property. The former conferred rights on the indi- 
vidual, and Saint Thomas’s arguments in defence of it are those 
which we have already met in Aristotle’s attack on Plato; the 
latter put obligations upon the individual in the interests of 
the community. Thus not the institution but the manner of using 
it determined whether it was good or evil. It was the hereafter 
that mattered; conduct on this earth was only to be judged with 
reference to ultimate salvation. Saint Thomas did not pretend 
that wealth was natural or good in itself, but he classed it with 
other imperfections of man’s earthly life which were inevitable 
but which should be made as good as their nature would permit. 
Allhougb he was prepared to go so far in his restriction of 
pro])crly rights as to justify theft by the needy, he was well aware 
of ilie implications of status in medieval society. He enjoins, for 
example, the giving of alms, but only in so far as it does not 

^ ibid., pp. 6, 7. 

^ G. O’Brien, An Essay on Medieval Economic Thinking (1920), p. 149. 

^ For extracts containing St. Thomas’s main economic arguments, cf. 
A. E. Monroe, Early Economic Thought (1924), pp. 53-77. 

45 



THE BEGINNINGS 

force the giver to live beneath his station in life. 

From this view of property a compromise on the question of 
trade naturally tollows. Saint Thomas does not regard it as good 
or natural; on tiie contrary, he shares Aristotle’s view that it is 
unnatural and he adds that it implies a fall from the state of 
grace. But it was an evil inevitable in an imperfect world, and 
could be justified only if the merchant sought to maintain his 
household and when the object of trade was to benefit the 
country.^ Tlie profit realized in trade was then nothing other 
than a reward for labour. The justification of trade depended 
also on whether the exchange which was effected \^as just; 
whctlier that wliich was given and that which was received were 
of equal value. For this argument Saint Thomas could draw 
(uice again on Aristotle, whose analysis of exchange-value was, 
as we have seen, contained in his discussion of justice. But there 
was another scmrcc. The early Fathers, in spite of their general 
antipathy to trade, had liad to gra])plc with the regulation of 
prac tices wliich they condemned but could not abolish; and 
they too had tried to do so by stipulating the principle of the 
‘just price’. That price was objective, inherent in the values of 
articl(‘s ol commerce, and to depart from it was to infringe the 
moral codc.^- 

It is impossible to discover what, in the eyes of the theologians, 
determined that price or to explain it in terms which would have 
any similarity to modern economic theories. Saint Augustine, in 
his celebrated example of the honest buyer, merely says that, 
though the vendor was ignorant of the value of the manuscript 
he sold, the buyer paid the ‘just price’. Some attempt at a 
theory of the ‘just price’ is to be found later in the writings of 
Albcrtus Magnus; in a slight reference he develops the ideas of 
Aristotle by insisting that, ideally, goods containing the same 
amount of labour and expense should be exchanged. Aquinas 
loo seems to have held some vague cost-of-pioduction theory of 
cxchange-\ aluc. Again, it had an ethical form. Cost of produc- 
tion was determined on the principle of justice, i.e. that which 
was necessary to maintain the producer. In general, however, 
the idea of the ‘just price’ expressed little more than that of the 
conventional price. Above all, it was designed to prevent enrich- 
ment by means of trade. Civil law, with its Roman foundations 

^A. E. Monroe, Early Economic Thought ^ p. 63. 
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and the natural instinct of man, seemed to encourage men to sell 
goods for more than they were worth. But this, Saint Thomas 
showed, was against divine law, which is superior to man-made 
law; and the common instinct of man often led to vice. Trade 
could only be justified if it was designed to further the common 
weal; it must ensure an equal advantage to both parties. 

Apart from these ethical arguments, the idea of a conven- 
tional price was not an unrealistic one in the earlier part of the 
Middle Ages. With its still predominant natural economy, diffi- 
culties of transport, restricted trade, and local markets, early 
medieval society was not a suitable environment for an unres- 
tricted play of the forces of supply and demand. In the con- 
fined conditions of commerce, an insistence on the customary 
price of the ‘common estimate’ was not unreasonable. More- 
over, though inspired by more practical motives, the views and 
practices of secular authority led in the same direction as Canon 
Law. Trade was still sufficiently haphazard to make it necessary 
to enforce regulations which would ensure as steady a supply of 
goods as possible; rules forestalling^ regraling^ engrossing^ 

and the fixing of maximum prices were common features of 
legislation and guild regulation. 

Even so, the advance of trade was sufficiently rapid to necessi- 
tate a gradual retreat from the position first taken up by the 
Church. Even Saint Thomas had permitted oscillations round 
the ‘just price’ according to some market fluctuations; in parti- 
cular, he had justified the taking of a higher price where the seller 
would otherwise incur a loss. And later writers introduced still 
further qualifications. The cost of transporting goods to the 
market, miscalculation, and differences in the status of the par- 
ticipants in exchange became valid reasons for departing from 
the ‘just price’. In time, even variations of supply and demand 
were allowed to affect the market prices; andQn the fifteenth 
century Saint Antonio, while still insisting on fairness, inlro- 
duced so many qualifications into the doctrine that the Ibrcc of 
the objective ‘just price’ was greatly diminished and a begin- 
ning was made with the ‘recognition of the impersonal forces of 
the market’.^ 

This decline in the rigidity of canon dogma is even more 
striking in the case of its otlicr main economic precept, that 

^ R. H. Tawncy, Religion and the Rise of Capitalism (1929), p. 41. 
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which related to usury. The tcachin.c^s of Christ on this point 
arc (piiteuiiinistakablc. Although the only precept which appears 
in the Gos])els^ is variously interpreted, even an absence ol' 
specific condemnation could not alter the fact that enrichment 
through the lending of money at interest was regarded as the very 
worst form of the pursuit of gain. Hebrew law had also pro- 
hibited the taking of interest, flxodus (xxii. 25) forbids the ‘lay- 
ing of usury’ upon any of God’s people; and it has ))een argued 
that according to the '1 almud the prohibition appears to apply 
universally and not only as between jews.^ Whether Saint 
ThoiiMs was riglit or not in claiming that the Bildc prohibition 
im])lied tlial a Jew could exact interest from a Gentile, he was 
aware that this could make no difference to the universal nature 
of Cliristian teaching. The Fathers condemned usury, and 
although some of the schoolmen, notably Duns Scotus, were a 
little less intransigent, Saint Ihomas’s own view that usury was 
unjust was the more generally accepted. 

dhe coudemiiation of usury was part oldhe general condemna- 
tion of unjust exchange. In the early Middle Ages the Church’s 
own prohibition applied to the clergy only. The absence of any 
developed money economy and of opportunities for profitable 
investment ol money capital made more general prohibition 
unnecessary. The Church was the only recipient of large sums 
of money at a time when feudal dues to lords and kings were 
still paid mainly in kind. When money was lent it was generally 
to needy persons for purposes of consumption, and the exaction 
of interest was then more obviously branded as exploitation and 
oppression of the weak. When kings and princes had to borrow 
money they were able to have recourse to Jews, who were 
deprived of other opportunities of livelihood, and for whom the 
original prohibition of money-lending, in the absence of a 
central doctrinal authority, was losing its force. 

With the development of commerce and the opportunities for 
monetary transactions in the later Middle Ages, two tendencies 
arose. On the one hand secular practice went in the direction 
of increasing the lending of money at interest and of justify- 
ing it by a reliance on Roman law; on the other hand the 


^ Luke, vi, 35. 

Gf, Bren^no, Die Anfdnge des Modemen Kapitahsmus (1916), p. loi, 
>tin£r Funk. Du in \ ^ ^ y 


- miyun^c uex iviouefjiei 
quoting Funk, Die Juden in Babylonien (190a). 
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Church, alarmed by the new development, made its original 
prohibition more emphatic and universal. At the great Lateran 
Council of 1179 the first of a series of stringent prohibitions of 
usury was decreed.^ And the growth of the religious orders, most 
of which put a complete asceticism in the forefront of their prin- 
ciples, was another symptom of the same movement. 

" The basis of Church dogma also underwent a change. In the 
works of Saint Thomas, the doctrine against usury became 
founded as much, if not more, on Aristotelian argument as on 
Scripture. Aristotle’s opposition to usury arose out of his theory of 
the quality of money. Money, he had said, arose as a means of 
facilitating legitimate (natural) exchange, that which had as its 
sole aim the satisfaction of the wants of consumers. Barrenness 
was thus part of its essential nature; usury, which made money 
bear fruit, was unnatural. Saint Thomas took up this view and 
combined it with the doctrine of Roman lav/ which distinguished 
between goods which were consumptibles and those which were 
fungibles, Roman law had not made use of this distinction in 
reference to the problem of loans on interest at all. It had merely 
classed goods according to whether they were consumed in use 
or not. Aquinas and other Canonists, following Aristotle’s defini- 
tion, put money in the first category and concluded that to 
demand interest in addition to the return of the loan was to seek 
an unnatural and unjust gain. 

In spite of the more determined attitude of the Church and 
its more sophisticated arguments, the practice of taking interest 
grew with economic expansion. Lay authority became increas- 
ingly concerned with the regulation rather than with the pro- 
hibition of interest; and decrees fixing maximum rates became 
more frequent in the fourteenth century. When we reach the age 
of discoveries of the fifteenth and sixteenth centuries the channels 
for profitable investment grow to such an extent that the doctrines 
of the earlier Canonists become hopelessly out of keeping with 
economic practice. Important modifications appear in the theory 
of usury, as they had done in the theory of the ‘just price’, 

Francis de Mayronis, a disciple of Duns Scotus, had said,^ 
‘De iure natural!, non apparet quod [usura] sit illicita’. 

^ W. J. Ashley, An Introduction to English Economic History and Theory (1914), 
vol. i, part i, p. 149. 

^ L. Brentano, Ethik und Volkswirtschaft in der Geschichte, p. 17. 

I> 49 



THE BEGINNINGS 

Tliis, however, was a view very much in advance of its time. 
The retreat of Canon Law in general was slower and involved 
the concession of exceptions rather than the abandonment of the 
principle. Of these exceptions the most important was the doc- 
trine of damnum emergens, the suffering of a loss by the lender, 
which had already led Saint Thomas to modify the rigour of the 
‘just price’. Where a delay {mora) occurred in the repayment of 
a loan, the lender was entitled to exact a conventional penalty. 
The Church assumed that a bona-fide loss had been suffered or 
that there had been a genuine delay. But these exceptions opened 
the door to the taking of interest without much discrimination. 
The mora became shorter until, among the later theologians like 
Navarrus, the tendency arose to dispense entirely with any 
period of gratuitous loan. 

Still more important in helping to break down the original 
prohibition was the doctrine relating to lucrum cessans. To have 
lost the chance of gain through lending money became also a 
justification for the receiving of interest. The controversies over 
this principle were prolonged and very involved. But as the 
growing opportunities of trade made it easier to prove that gain 
had been sacrificed when money was lent, the final victory of 
this doctrine could not be prevented. Its triumph was made even 
more complete by the recognition that a special reward could 
be claimed by the lender for the risk which he undertook. The 
commenda (partnership), which was often a ‘sleeping’ one, was 
another favourite method, particularly in the city of London, 
for concealing the lending and borrowing of money. And other 
subterfuges, such as the complicated contractus trinus, were devised 
to weaken still further the barrier by which theological dogma 
was impeding economic progress. In the end the general pro- 
hibition fell virtually into disuse. What we might call genuine 
investment involving risk of loss as well as chance of gain began 
to be regarded as legitimate. Only the lending of money for gain 
without any risk or as a consumptive loan proper made to needy 
persons remained proscribed. 

This development was by no means a continuous one; the 
history of the discussions on usury from the thirteenth to the 
sixteenth centuries shows how ideas fluctuated in spite of the 
existence of a definite trend. We have seen how Francis de May- 
ronis questioned the general prohibition of usury which was still 
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upheld by Saint Thomas Aquinas and by Canonist doctrine in 
general. Again, in 1514, the German professor Eck,^ in a lecture 
before the University of Ingolstadt, justified the contractus trinus 
and went so far as to say that a merchant who borrowed money 
might justly be expected to pay 5 per cent interest. But Catholic 
doctrine of the time was still opposed to the contractus trinus. 

The same divergences existed even among the leaders of the 
Reformation, in spite of the fact that Protestant teaching was in 
‘..general more in harmony with the economic trends of the time. 
Luther held views which were not very different from those of 
the Canonists. With regard to trade, he still believed in the 
'just price’, and his condemnation of usury was as strong as 
that of any of the schoolmen. Calvin, on the other hand, in a 
celebrated letter written in 1574,*^ denied that the taking of 
payment for the use of money was in itself sinful. He repudiated 
the Aristotelian doctrine that money was Infertile and pointed 
out that money could be used to procure those things which 
would bear a revenue. He nevertheless distinguished instances 
in which the taking of interest would become sinful usury, as 
in the case of needy borrowers oppressed by calamity.^ 

The chronological inconsistencies are perhaps most clearly 
exemplified by the writings of Nicole Oresme. In his Traictie de 
la Premiere Invention des Monnoies^^ yNviiio^n about 1360, he develops 
a theory of money which reveals a very different approach to 
economic problems from that of his fellow Churchmen. (The 
only exception is Buridan, who had already laid the foundations 
on which Oresme built.) The treatise begins with a detailed 
account of the origin of money on Aristotelian lines; but it is 
enriched with a careful discussion of the qualities which make 
goods suitable for adoption as money. This leads Oresme to dis- 
tinguish between the proper uses of gold and silver in a system of 
coinage. Although he concludes in favour of both, his bimetal- 
lism is tempered with a realization of the need for ensuring that 
the proportion of the market value of the two metals should rule 
the ratio of their monetary value. Not only is this a very moderate 
view of bimetallism, it is also one which implies that the value 
of money is ultimately derived from the value of the money 

^ G. O’Brien, An Essay on Medieval Economic Thinking, p. 21 1 . 

* R. H. Tawney, Religion and the Rise of Capitalism, p. 106. 

* For an extract cf. A. E, Monroe, Early Economic Thought, pp. 79-102 
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commodity — a view which is contained in several later mone- 
tary theories. 

Oresme holds that the prerogative of coinage should be in the 
hands of the prince, as the representative of the community who 
enjoys the greatest prestige and authority. But the prince is not, 
or ought not to be, the ‘lord of the money in circulation in his 
country; for money is a legal instrument for exchanging natural 

Riches among men Money, therefore, really belongs to those 

who own such natural Riches.(^Such a conception of the function 
of the monetary authority leads Oresme to an extra^ordinarily 
vehement condemnation of debasement of the coinage. The 
prince has no right, he argues, to tamper with the wealth of his 
' subjects by altering the proportion, weight, or material of which 
their money is made. Gain derived from debasement is worse 
than usury; it is extorted from the prince’s subjects against their 
will without even that advantage which the borrower obtains 
from the usurious lender. Debasement is thus a concealed tax 
which leads to dislocation of trade and impoverishment. And 
finally — an anticipation of Gresham’s law — when the coin is 
debased, ‘despite all precautions they [gold and silver] are 
carried out to places where they are rated higher and so diminish 
the amount of good money in the realm. \ 

The spirit that breathes through the wruings of Oresme is that 
of a much later age. Trade is taken for granted; in spite of his 
observance of theological dogma, Oresme’s main emphasis is on 
the problems of the merchant. His concern is to protect the 
commercial class from the oppressive practices of the prince, a 
problem which was becoming increasingly real even though it 
did not as yet attract many other thinkers. Oresme foreshadows 
both the transformation which the Church’s approach to the 
economic problem underwent at a later stage and the direction 
which secular thought was ultimately to follow. 

As for Canonist doctrine itself, we have seen how its teachings 
steadily weakened with commercial expansion until it was faced 
with the complete collapse of its power to regulate economic 
life. With the Reformation that development enters on a new 
phase. It seems clear now that whatever the views of the great 
originators of the Protestant movement, the Church was no 
longer able to stand in the way of the growth of commercial 
capitalism. Whether, as has been argued, Protestant and Puritan 
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doctrines were themselves conducive to the development of the 
capitalist spirit, and, therefore, of capitalism itself, we need not 
decide here. For with the end of the Canon Law a profound 
change occurs in the relation between theological and economic 
thought. The harmony between Church dogma and feudal 
society, which at the beginning of this section was said to have 
been responsible for the all-embracing quality of the Canon 
Law, came to an end with the decline of feudal society. Canon- 
ist thought was essentially an ideology, in economic matters 
it was an illusory representation of reality. It was successful 
so long as the conflicts of reality had not become very acute. 
With the sharpening of these conflicts, the antithetical ele- 
ments in this ideology were seized upon by the contending 
parties, and the original universal character was lost. Although 
theological leaching tried to make concessions to the needs of 
the times, it could not abandon its essential nature. As the gulf 
between precept and practice widened, the foundation on which 
the precepts rested could only be saved by jettisoning the claim 
that they had a direct relevance to practical affairs. A sep- 
aration was effected by which religious dogma ceased to repre- 
sent an analysis of existing society as well as a code of conduct. 
Religion became something apart from other branches of 
thought, in particular from those concerned with the mundane 
j)ioblems of wealth-getting. Though attempts were again to be 
made to introduce ethical elements into the main stream of 
economic thought, it remains henceforth independent of 
religion. The foundation for a secular science of economy 
was laid. 
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Commercial Capitalism and its Theory 

^The Decline of Scholasticism 

(In the three centuries that elapsed between the end of tl^e Middle 
Ages and the appearance of Wealth of Nations, the classical system 
of political economy was being prepared) During that jjeriod of 
keen economic discussion the number of writers and writings on 
economic matters increased rapidly. Until lately this large theo- 
retical output was somewhat neglected; but during the last few 
decades historians have given it more attention, and it is now 
possible to have a much clearer picture of the development of 
economic thought between the end of the fifteenth and the end 
of the eighteenth centuries. From a technical economic point of 
view many of the writers of this time deserve to be treated in 
considerable detail; for our present purpose, however,^,it is 
enough to give an outline of the general trend of theoretical 
development. Pre-classical political economy can be divided 
into two parts. The first is largely a reflection of the rise 
of commercial capitalism and is generally referred to as 
‘mercantilism’; with this, the present chapter is concernediThe 
second, accompanying the expansion of industrial capital in the 
late seventeenth and early eighteenth centuries, contains the real 
founders of the science of political economy; it is treated sepa- 
rately in the next chapter. 

^Any discussion of mercantilist theory must be prefaced by 
some account of the changes which led from the particularist, 
feudalist economy to the growth of commerce between large, 
wealthy, and powerful nation-states.(The story of this change 
has often been told. A number of factors were operating to sweep 
away the medieval world. The growt h of na tional states, anxious 
to destroy both the particulansm of feudaTsociety and the 
universalism of the spiritual power of the Church, resulted in a 
greater concern for wealth and a quickening of economic acti- 
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vity. The loosening of the central doctrinal authority, caused by 
the Reformation, and the progress of the concept of natural law 
in jurisprudence and political thought prepared the ground for 
a rational and scientific approach to social problems} and the 
invention of printing created new possibilities of i ntellect mi l 
intercourse. Feudalism also became inadequate in its regulation 
orprbducTion. The revolution in the methods of farming des- 
troyed the basis of feudal economy. It led to rural overpopula- 
tion, growing commutation of feudal dues, increased indebted- 
ness of feudal lords and their resort to trade or new methods 
of fixrming for the market. (Another powerful factor is to be 
found in the maritime discoveries which led to a very great 
expansion of foreign commerce.') 

^ These tjvo developments were closely interconnected.) In 
England, for example, where the development of capitalism 
can be most clearly observed, the growth of commerce destroyed 
subsistence farming and caused agriculture to rely increasingly 
on the market. The enclosure movement, perhaps the most 
important of the economic phenomena of the later Middle Ages 
and the early modern era, was thereby greatly accelerated. 
Sometimes it was designed to give greater scope to improved 
methods of arable farming; sometimes it converted arable land 
into pasture with consequences which social historians have 
often described. In either case, it made farming subservient to 
the needs of the great markets and the merchant capital which 
dominated them. The accumulation of commercial capital was 
accelerated by the growth of foreign commerce. For reasons of 
profit, political power or merely prestige, this capital was often 
invested in land while an opposite movement took place from 
the landed aristocracy. And intermarriage completed the union 
between finance, merchant capital and the landed interest. 

The revolution in commerce was accompanied by changes in 
the organization of production. A new phase appeared in 
which the merchant capitalist dominated the productive pro- 
cess, which was carried out by small craftsmen. The merchant’s 
profit was the product qfjmrapjpo^ During this 

phase the dominance of the commercial capitalist was complete. 
But this phase inevitably evolved towards a primitive form of 
industrial capitalism: the putting-out, or Verlag system. A special 
class of merchant-manufacturers appeared who employed 
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semi-independent craftsmen, working in their homes. The class 
was recruited from the merchant capitalists or the craftsmen, 
and its interests were opposed to those of the ‘pure’ commercial 
capitalists, who were monopolizing the wholesale and export 
trade's. The seventeenth century saw the rivalry between these 
two methods of production: the commercial capitalist and the 
primitive industrial capitalist. In that century (to some extent 
there arc signs of this even in the preceding one), factory pro- 
duction with the use of inanimate power was beginning and, 
with it, full industrial c apitalism. 

The great importance of the merchant up to that stage is 
shown not only by his function in production; it is also exempli- 
fied by the methods c^f home and foreign trading, and by the 
social and political status of those engaged in trade^Monopoly 
was the outstanding way in which the rising nation-states sought 
to increase trade and to create sources of revenue for themselves. 
To the merchant who wished to develop a particular manufac- 
ture the possession of a monopoly appeared the best possible 
way. The tradition of medieval thought was favourable to care- 
fully defined privilege, and, what was more important, mono- 
poly itself was a necessary form of trading at a time when both 
lust of adventure and risk were great.jlf in the process the crown 
exacted a tribute, that was regarded as a necessary expense allo- 
cated to the strengthening of an institution which would protect 
the trading interest. 

In domestic production and trade the beginnings of industrial 
capitalism led to occasional anti-monopoly campaigns. But the 
arguments against monopoly were ad hoc arguments directed 
against any particular interest whose privilege it was desired to 
supplant. Primitive industrial capitalism was not opposed to 
monopoly; it was only opposed to those monopolies which were 
in the interests of the merchant capitalists. The newer interests, 
having ousted the old, often became, in their turn, defenders of 
monopoly. Particularly in the first half of the seventeenth 
century, the anti-monopoly agitation was due to the struggle 
between the Verleger and the bigger merchant capitalists. It was 
not until the end of the eighteenth century (and then only in 
England) that industrial capital became fully anti-rnonopolist. 
It had no need then of a legal monopoly, since the new methods 
of production, requiring costlier methods, gave it a decisive 
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competitive advantage. And it was anxious to sweep away all 
obstacles to the use of new techniques. 

ijn foreign trade the rule of monopoly was even less seriously 
challenged for a long time.)Throughout the sixteenth and seven- 
teenth centuries we encounter the large privileged trading com- 
panies which monopolize trade with different regions; they are 
the first to use extensively the typically capitalist joint-stock 
organization. The Merchant Adventurers, the Eastland Com- 
pany, the Muscovy Company, and, most important of all, the 
East India Company, are some of the great trading monopolies 
of the time. The trade carried on by these companies and by 
independent merchants was still largely that of middlemen only. 
They were concerned in the same entrepSt trade that had en- 
riched their earlier forerunners in Genoa, Venice, and Holland. 
This carrying business shows the quality of commercial capi- 
talism in its purest essence. However, it soon became compli- 
cated by a more advanced form of commerce which involved 
the export of the country’s own manufactures. 
iTo mitigate the hazards oftrade, colonization becameanimpor- 
tant weapon.') The efforts of the merchants and companies 
to achieve control over the distant areas with which they 
traded were seldom sufficient. They had to be supplemented by 
the exercise of the power of the state, towards the strengthening 
of which the merchants were contributing in such large measure J 
The links between the trading interest and the state were thus 
still further tightened; (and the concern of state policy became 
increasingly concentrated on problems of trade. Symptomatic 
of this union between commercial capital and the state is the 
prestige which some of the merchants enjoyed. All the great 
figures in the trading companies, whom we shall shortly meet 
as the leaders of the economic thought of their time, were 
persons with considerable political influence!) For example, 
Cockayne (who was one of the leaders of the Eastland Company 
and a creditor of James I) was able to use his influence with the 
king in his attempt to change the regulations governing the trade 
in cloth so as to ruin the Merchant Adventurers. M is ^ selden . a 
leading mercantilist, became a member of a standing committee 
to inquire into the decay of trade which was later to develop into 
the Board of Trade. ^ Whe n^Sir Josiah Xituld defended the East 
^ E. A. J. Johnson, Predecessors of Adam Smith (1937), p. 58. 
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India Company he pointed out that the joint-stock companies 
had brought aristocrats and merchants together. And when 
Mun, the greatest of the mercantilists, wrote his panegyric on 
tlieactivities of the merchant/ he was only expressing in extreme 
form a widely held sentiment. 

The economic development which had made the merchant 
powerful also destroyed institutions and habits of thought which 
might have stood in the way of commercial expansion. Particu- 
larly striking is the change which comes over the reminants of 
social thought that still derive from religious dogma. Tike an 
echo of the debate of an earlier and more appropriate tipie, the 
discussion among theologians and between theologians aind lay- 
thinkers turns once again to the problems of money and of usury. 
But the difference between the religious and the lay approach 
widens. The importance of the former declines while that of the 
latter increases. The emphasis of the debate is shifted; and 
though, as we shall see, there sometimes appear curiously 
anachronistic views, the chief protagonists of economic discus- 
sion are no longer inspired by the same motives. 

( As examples of the thought of this period of transition from 
Canonist doctrine to mercantilist theory may be mentioned 
Thomas Wilson, Carolus Molinaeus, Jean Bod in, and John 
Hales. Of these the first two are typical olme last stages of the 
discussion on usury, and the third and fourth of the progress of 
humanist thought. ^ 

Carolus Molinaeus, a very distinguished French lawyer of the 
sixteenth century, had shocked his contemporaries with his 
Tractatus Contrattmm et Usurarum (1546),^ in which he defended 
the taking of interest, provided that a maximum rate was fixed. 
Fie thus took up a position little different from that of Melanch- 
thon or of the Catholic Navarrus. But perhaps on account of the 
heresy hunt to which he was subjected, and perhaps because lay 
thought was already of greater consequence, his views seem to 
have been regarded as calling more for opposition than those 
of the theologians. (Thomas Wilson, in his Discourse upon Usury ^ 
makes one of his characters whom he subsequently converts rely 
on Molinaeus.® Wilson’s own views were very violently opposed 

^ Thomas Mun, England*s Treasure by Forraign Trade (Economic History 
Society Reprint 1928), p. 88. 2 A. E. Monroe, Early Economic Thoughty p. 105. 

® T. Wilson, A Discourse upon Usury (ed. R. H. Tawney, 1925), pp. 343-5. 
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to usury. He allowed none of the exceptions which by that time 
were commonly conceded. Only genuine mora^ he thought, could 
justify the taking of interest.) In his own day Wilson’s views seem 
to have had some influence on jurisdiction, if not on practice.^ 
When for different reasons the mercantilists later again opposed 
interest, Wilson’s views were quoted in support. 

More important for the history of economic thought than 
these last skirmishes of a dying battle are the treatises of Jean 
Bodin and John Hales.^Bodin, whose influence was of more 
immediate importance in the field of political thought, is distin- 
guished by a very advanced treatise on money. In his Reponse 
aux Paradoxes de Malestroit,^ published in 1569, he gives the first 
elaborate explanation of the revolution in prices in the sixteenth 
century. He ascribes the rise in prices, of which he quotes several 
examples, to live causes; the abundance of gold and silver; the 
practice of monopolies; scarcity caused in part by export; the 
luxury of the king and the great lords; and the debasement of 
the coin. Of these, the first is the most important. His statement 
that ‘ the principal reason which raises the price of everything, 
wherever one may be, is the abundance of that which governs 
the appraisal and price (;f things’^ is the first clear statement of 
a quantity theory of money. Bodin proceeds to describe the 
increase of money, the cause of which he finds in the expansion 
of trade, particularly with the South American countries, which 
had an abundance of gold. The discussion of the different ways 
in which foreign trade has brought more gold into France is 
remarkably modern in tone. Equally so, even though it is slight, 
is Bodin’s condemnation of monopolistic price-raising. The third 
cause of dearness, scarcity of home produce, is only a corollary 
of the first: the influx of money from Spain and other trading 
countries. 

Bodin does not lay great stress on the fourth cause; but it has 
some affinity with modern schools of monetary theory. It 
refers to the inflationary effects of spending as against hoard- 
ing. For if the increased gold had been ‘saved’ the rise in prices 
would have been much smaller. Bodin’s discussion of the fifth 
is a worthy descendant of Oresme’s analysis of the nature and 

^ R. H. Tawney, Religion and the Rise of Capitalism^ pp. 156, 160. 

® A. E. Monroe, Early Economic Thought, pp. 1 23, sqq. 

* ibid., p. 127. 
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effects of debasement, for with historical and deductive proof 
Bodin demonstrates that debasement results in a rise in prices. 
Bodin distinguishes between rises in prices due to general 
monetary causes and those which are of a more particular 
nature; in the remedies he suggests he is as much in advance of 
his time as he was in his diagnosis: when severe restrictions on 
commerce were thought indispensable, he pronounced the view 
that trade ought to be free. 

Equally modern in tone if different in substance is A Discourse 
of the Common Weal of this Realm of England, published, in 1581, 
whose author, first described as W. S., is now often \ taken to 
have been John Hales, a scholar who became a statd official. 
As one of the officers of Protector Somerset’s commii^sion on 
enclosures Hales came into close touch with the social problems 
of his time. In the dialogues of his Discourse he shows himself 
keenly aware of the discontent which the agricultural revolution 
was producing. But his solutions are always in the nature of 
compromises. He is a humanist, though with much less vision 
than Bodin, and his approach to social questions is rational and 
practical. He does not condemn the pursuit of self-interest which 
he regards as an ineradicable trait of human nature. And 
although he still believes in the medieval virtues of justice in 
all dealings, his proposals for harnessing self-interest to the 
common good are of the stuff of which a later age fashioned its 
doctrines. The state should so devise its laws that self-interest 
worked along channels which were generally beneficial. Some 
enclosures, for example those which improve the arable land, 
were not to be condemned. Only those which cause unemploy- 
ment by converting arable land to pasture should be prevented 
by freeing the export of corn and restricting that of wool. 

The same practical attitude is seen in Hales’s view of imports. 
He is in advance of his time in discounting the general restric- 
tion of imports; but he does not go as far as Bodin, because he 
is anxious to prevent undue purchases from abroad of ^trifles’. 
Moreover, he deplores the export of English raw materials to 
be reimported after manufacture abroad, since it robs the 
country of work. Like Oresme, Hales ascribes many economic 
evils to debasement. His own contribution, not so complete or 
so clear as that of Bodin, concerns the effect of debasement upon 
the price of imported goods. He does, however, clearly bring 
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out the way in which an inflationary rise in prices affects the 
distribution of wealth among different classes of the community. 


The Quality of Mercantilism 

So far, wc have considered the contributions to economic 
thought of lawyers, scholars, and state officials.^But although a 
Bodin was able to enunciate monetary doctrines of great clarity 
and insight, the substantial development of economic thought 
was due to the leaders of economic activity, the mcrchant^^The 
theories which they evolved were never contained in a body of 
doctrine such as that of the Canon Law. What has made it 
possible to speak of mercantilism is the appearance in a number 
of countries of a set of theories which explained or underlay the 
practices of statesmen for a considerable time. \j1:ie precise defini- 
tion of the term has for long been a matter of considerable 
controversy .)Some writers^ have argued that certain mercan- 
tilist theories begin to appear in crude form towards the end of 
the fourtccntli and l^eginning of the fifteenth centuries. Others, 
such as Cannan,- have claimed that a distinction must be drawn 
between ‘Bullionism’, which existed during a large part of the 
later Middle Ages, and mercantilism proper, which does not 
appear until the seventeenth century, with the growing influence 
of early industrial capitalism which was interested in an expan- 
sion of the export trade. As will become clear later, neither of 
these two views is exhaustive. The first antedates the rise of the 
ideas which arc typical of mercantilism and the appearance of 
which is dependent upon a certain degree of development of 
commercial capitalism. The second is correct only in so far as 
bullionism is identified with a high regard for ‘treasure’, which, 
it is true, existed long before the mercantilist era.(jBut although 
there w^as a break between earlier and later mercantilist ideas 
on foreign trade, this break is not deep enough to destroy the 
essential unity of mercantilist thought, y 
Some writers have followed Schmoller in identifying mercan- 
tilism with state-making. P rofessor Hecksche r in his lengthy 
treatise readopts this thesis, ^n liis view, mercantilism is to be 

1 e.g. A. Gray, The Development of Economic Doctrine^ p. 66. 

2 E. Cannan, Review of Economic Theory (1929), p. 7. 
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regarded essentially as ‘a phase in the history of economic 
policy ’,1 which contains a number of economic measures 
designed to secure political unification and national power A 
The building-up of nation-states is put in the forefront, and 
monetary, protectionist, and other economic devices are 
regarded merely as instruments to this end. St ate interventio n 
was an essential part of mercantilist doctrine. Those responsible 
for government accepted mercantilist notions and fashioned 
their policy accordingly, because they saw in them; means of 
strengthening absolutist states against both rivals al^oad and 
the remnants of medieval particularism at home. i It must 
also be conceded that a great deal of mercantilist literature, 
from Mun, the enlightened English merchant, to Hornick, 
the Austrian nationalist lawyer and privy councillor, claims to 
speak in the interests of national advancement. 

But a view which makes political unification the end to which 
both economic practice and theory were subservient ignores the 
more powerful causal influence on political institutions which 
proceeded from changes in the economic structure. It is not 
necessary to minimize the effect which the growth of the state 
had upon commercial development and the theory of economic 
policy; but it remains true that it was the breakdown of the 
feudal economy and (the growth of trade which caused the 
decline of the feudalist political structure and the rise of the 
nation state. The claim may also be made that the same factors 
were still operating in the sixteenth century and that mercan- 
tilist views sprang from the needs of commercial capital, even 
though they may at times have found indirect expression in the 
shape of policies devised for reasons of state-making. 

^It is not surprising that mercantilists should have clothed 
their views in the garb of a policy designed to strengthen the 
nation or that they should have looked to the state to carry 
out their theories. 'The expansion of commerce brought with 
it a divergence of individual trading interests. Nearly all these 
interests looked to a strong central authority to protect them 
against the claims of their rivals. The waverings of state policy 
during the long period in which mercantilism held sway cannot 
be understood without realizing the extent to which the state 
was a creature of warring commercial interests, whose only 
^ E. F. Heckschcr, Mercantilism (1935), vol. i, p. 19, 

62 



THE QUALITY OF MERCANTILISM 

common aim was to have a strong state, provided that they 
could manipulate it to their exclusive advantage. For this reason 
most pieces of mercantilist policy that were put forward identi- 
fied the merchant’s profit with the national good, i.e, the 
strengthening of the power of the realm. ^ 

Many mercantilists sincerely believed in such an identity; 
and it was true that for a time state regulation was an essential 
condition for the widening of markets beyond their medieval 
limits. But doubt about the universal beneficence of interven- 
tion was by no means unknown. As early as 1550 this had been 
forcibly expressed by Sir John Masone,^ and during the next 
hundred and fifty years these doubts were to grow until they 
became a storm of protest. Nor were the mercantilists unaware 
of the divergence between the interest of the community and 
that of the individual, and in the free-trade attitude of the later 
mercantilists this awareness finds expression. 

The relation then between economic organization and politi- 
cal institutions and between economic and political ideas and 
policies must be viewed as one of interaction. When viewed over 
a long period of time this relation often reveals an antithetical 
character. It is generally conceded that mercantile capitalism 
preceded and prepared the ground for modern industrial capi- 
talism. The latter, as we shall find, saw in the power of the state 
and in state intervention in economic matters a serious hin- 
drance to its own development. Thus it set itself up in opposition 
to the political structure which its own forebear had found it 
necessary to create. The mercantilists demanded a state strong 
enough to protect the trading interest and to break down the 
many medieval barriers to commercial expansion. Yet they 
were equally clear that the principle of regulation and restric- 
tion itself— now applied on a much larger scale through mono- 
polies and protection — was an essential basis of that state. For 
commercial capital required wider and consolidated markets 
which were yet sufficiently protected to allow of secure exploita- 
tion. We know now that monopoly, protection, and state 
regulation in general did not remain indispensable qualities of 

^ Some examples are quoted by H. M. Robertson, Aspects of the Rise of 
Economic Individualism (1933), pp- 66-8. 

* R. H. T. Rawney and E. Power, Tudor Economic Documents (1935), vol. ii, 
p. 188. 
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capitalism once it reached its full flower. And it is symptomatic 
of the development of modern industry that the outcry against 
monopoly begins fairly soon in the field of domestic trade, while 
in foreign trade mercantilism survives much longer. The spec- 
tacle of capitalism, in its liberal age, attacking and destroying 
that which had given it birth contains a paradox only if one 
takes a narrow view of the development of economic doctrine. 

The contrast between commercial and industrial capital 
has its earlier counterpart in the development of cofmmercial 
capitalism itself. The struggle between bullionists ilnd mer- 
cantilists is its theoretical expression, ^dam Smith began 
his celebrated critique of mercantilism oy an attacli on the 
popular notion ‘ that wealth consists in money, or in gold and 
silver’.^ But this popular notion is explained by the fact that 
treasure, i.e. money, is the earliest form of wealth once private 
exchange and a medium of exchange have become fundamental 
social institutions.^ The appearance of such notions and of the 
practices which are designed to give them effect is an indication 
of the stage of economic development. The formation of treasure 
implies a great advance in the process of private exchange and 
circulation. It is essentially different from the accumulation of 
wealth in its natural form; and it becomes possible only when 
the production and circulation of wealth have become separate 
processes connected by money and mediated by a special class 
of merchants. At this stage the concept of wealth becomes 
separated from the goods which possess use-value, to reappear in 
the shape of the monetary store of exchange-value^The accumu- 
lation of the precious metals of which money consisted was 
common in the ancient world. Q^n Greece and Rome it was a 
continual aim of policy to form a metallic hoard which would 
serve in case of need. ’And throughout the Middle Ages the 
pursuit of wealth and power by Church, kings, and feudal lords 
was bound up with the accumulation of treasure .1 " 

/Commercial capitalism gave a fresh impetus to this view. In 
trfe period in which commerce was the dominating force o 
economic development the circulation of goods was the essence 
of economic activity. Its end, the accumulation of money, cor- 
responded to traditional ideas of wealth and of the aim of 
national policy. The search for gold in distant lands is the 
^ Wealth of Nations^ Book IV, ch. i. 
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specific form which commercial expansion first takes. ‘Gold’, 
saidlColumbus, ‘is a wonderful thing! whoever possesses it is 
master of everything be desires. With gold, one can even get 
souls into paradise.’^ Luther, who did not share this last senti- 
ment, implied a similar regard for gold in his great attack on 
trade. He said that the Germans were making all the world rich 
and beggaring themselves by sending their gold and silver to 
foreign countries; Frankfurt, with its fairs, was the hole through 
which Germany was losing her treasure.^ Hales deplored the 
loss of treasure occasioned by debasement and the importation 
of useless trifles. Serra, the great Italian mercantilist, took it 
for granted that every one understood ‘how important it is, 
both for peoples and for princes, that a kingdom should abound 
in gold and silver’.^ Malynes and Misselden, although engaged 
in a violent controversy on foreign trade policy, could yet agree 
on the importance of treasure. Malynes said, ‘For if Money be 
f wanting, Traffic doth decrease, allHoupi commodities be abun- 
I dant and good cheap’/ Misseld en, although, as we shall see, he 
; was more advanced in his views on trade, was still anxious to 
[restrict commerce ‘within Christendom’ in order to preserve 
! treasure. ^^^ndf Mun c onsistently takes it for granted that the 
i aim of policy is U) increase the treasure of the realm.^ 

Thus a high regard for money was common to all mercan- 
tilists. They looked upon the economic process from the point 
i of view of the primitive stage which capitalism had reached — 
its commercial phase — and were thus led to identify money and 
capital. Professor Heckscher has given an interesting account of 
the ‘fear of goods’, the almost fanatically exclusive concern 
with selling which characterized mercantilist thought.® In sharp 
contrast with the aim of securing an abundance of goods, which 


^ L: a letter from Jamaica of 1503, quoted by Marx in Kritik der 
politischen Okonomie* p. 162. 

^ ‘Von Kaufshandiung und Wucher’ (1524) in D. Martin Luther’s Werke 
(i^ 99 )» vol. XV, p. 294. 

^A. E. Monroe, Early Economic Thought, p. 145. 

* E. F. Heckscher, Mercantilism, vol. ii, p. 217. 

® E. Misselden, Free Trade, or the Meanes to make Trade Flourish (1662^ p« 19. 

® The many examples which he quotes from mercantilist theorists show 
Si^eat similarity to the analysis which is scattered in several of the writings 
of Marx. Cf., particularly, Das Kapital (1922), vol. hi, part i, pp. 307 sqq.‘, 
Kritik der politischen Okonomie, pp. 118-33, ^62-4. 
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had characterized earlier state policy, the mercantilists thought, 
in the words of their greatest German representative, Johann 
Joachim Becher, ‘that it is always better to sell goods to others 
than to buy goods from others, for the former brings a certain 
advantage and the latter inevitable damage’, ^his fear of stocks 
of unsold goods runs through all their writings, even though it 
assumes different forms. It underlay Malynes’s abhorrence of 
luxury imports, Misselden’s desire for treasure, as well as the 
arguments on the balance of trade of Mun and of such advanced 
mercantilists as D’Avcnant, Barbon, and Child. Even Petty, the 
founder of classical political economy, is uncertain about the 
reih^ion between a country’s foreign trade and its wealtn.^ 

Ut w^s particularly in the sphere of foreign trade that this ‘fear 
of goods ’ showed itself, and resulted in the mercantilist search 
for an export surplus. Its essence was a desire to create a surplus 
of wealth. The only surplus which the mercantilists knew arose 
if a profit was made in selling. This, it was obvious, could only 
result in a relative surplus :')what one gains, the other loses, as 
the author of a seventeenth century pamphlet pointed out.^ 
Even more clearly, D’Avenant, writing in 1697, argued that in 
domestic trade the nation in general did not grow richer, only 
a change in the relative amounts of wealth of individuals took 
place; but foreign trade made a net addition to a country’s 
wealth. 

This primitive idea of the origin of profits — to be supplanted 
later by the classical labour theory of value — was widespread in 
a commercial age in which pioduction was still carried out on 
a pre-capitalist basis.(It serves to explain still further the peculiar 
views on money and treasure which the mercantilists held. It 
amounted to an identification of (or, better, a confusion be- 
tween) money and capital^ Examples have already been given 
of the frequency with which mercantilists spoke of money as 
wealth. It is not necessary to believe that they considered wealth, 
as did earlier economists, in the concrete material sense and that 
they were thus guilty, as Oncken said, of a ‘Midas mania The 
term wealth was clearly used in the sense of capital; and the 

^ Quoted by E. F. Heckscher, Mercantilism, vol. i, p. 116. 

2 The East India Trade a Most Profitable Trade to the Kingdom (1677). 

® A. Oncken, Geschichte der Nationdkonomie, part i; Die Z^it vor Adam Smith 
(1902), p. 154. 
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theory of money of the mercantilists was a part of their one- 
sided view of economic activity. 

** Such an identification of money and capital has by no means 
entirely disappeared to-day. (The mercantilist era could find 
striking confirmation of the productive uses of money which had 
dealt the death-blow to the feudal economy and to the canonical 
prohibitions of usury ,^It knew capital only in its primitive mone- 
tary form and the confusion which was later so much derided 
was perfectly compatible with its own economic experience. 
Nevertheless the mercantilists were led into many notions which 
are now seen to be erroneous. They ascribed, for example, a 
definitely active force to money. Trade, they said, depended on 
plenty of money: where money was scarce, trade was sluggish; 
where it was abundant, trade boomed. Ironically, however, 
their high regard for money led them to reject the defences of 
usury which had been put forward by the precursors of com- 
mercialism. They returned to the views of the Canonists and 
others, who had unconsciously defended the feudal economy 
against the attack of money-capital. (The mercantilists believed 
that money was productive but, because they were anxious to 
obtain money-c^^ital, their interests clashed with those of the 
providers of it.jin their fight against what they considered 
excessive intercsi mercantilists were not above using the argu- 
ments of those who would have condemned no less strongly 
the merchant’s profit. 

A striking example is that of Gerald Malynes, who was both 
an official and a successful merchant. As such he could not con- 
demn the taking of interest entirely, but he drew a distinction 
between interest and usury. He based himself chiefly on Wilson’s 
Discourse^ and, in his Saint George for England Allegorically Des- 
cribed (i6oi) and later in his Consuetudo vel Lex Mercaioria^ first 
published in 1622, he attacked most bitterly the evils of extor- 
tionate usury. Control of interest rates and the establishment of 
monts de piete to prevent the exploitation of the poor were advo- 
cated by him as means of avoiding the excrescences of a 
practice which, as a business man, he knew could not be 
abolished. Sir Thomas Culpepper, in a Tract against Usuricy 
published in 1621, argued in favour of a decreed maximum rate 
without entering into the question of the legitimacy or otherwise 
of interest.- Such a meiximum, he claimed, would enable English 
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merchants, who were then paying lo per cent, to compete more 
successfully with their Dutch rivals, who paid only 6 per cent. 
To this argument, which is linked with mercantilist ideas on ‘ 
the mechanism of international payments, we shall return 
presently. 

Q3f the many examples which could be quoted of the mercan- 
tiUsts’ attitude to interest, none is more important than that of 
Sir Josiah Child.JIn his Mew Discourse of Trade (1669), he replies 
to the defence ofinterest put forward by Thomas Manley in his 
Interest of Money Mistaken.\fic claims to be the champion of 
industry while Manley, he said, was defending idlene^. A low 
rate of interest was the cause and not, as Manley had' argued, 
the effect of wealth. If commerce was the means of enriching a 
country and if lowering the rate of interest encouraged trade, 
could it be denied that a low rate was a powerful cause of 
wealth?^ However, since ‘the egg was the cause of the hen, and 
the hen the cause of the egg’^ he agreed that an increase in 
wealth brought about by a low rate of interest could in its turn 
cause a still further reduction of the rate) Like Culpepper, Child 
was concerned to see the competitive 'power of English mer- 
chants strengthened. He greatly admired the Dutch, thus 
showing that he saw Holland for what she was: the country 
of commercial capitalism per excellence. There, the power 
of money-capital had long since been subordinated to the needs 
of the primitive industrial capitalists — the merchant manufac- 
turers, a victory which English commerce had yet to achieve. 
The mercantilist attack on high interest rates was natural in an 
age of great scarcity of liquid funds, undeveloped banking facili- 
ties, and growing antagonism between the merchant manufac- 
turers and the goldsmiths and big merchant financiers. 


Bullionism and Mercantilism 

We have so far confined our discussion to those characteristics 
which were common to all representatives of mercantilist thought; 
the atti tude to sellin g, the ‘fear of good s', the djsir ^ to accuTp u- 

* Josiah Child, A New Discourse of Trade (1694), possim. 

* ibid., p. 63. 
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la te treasu re, and the opposition ta usur y. These are the essential 
qualities of the economic thought of the time. Until recently, 
however, Ut was more common to lay stress on the differences 
of opinion of individual mercantilists. Controversies between 
adherents of different policies were very frequent in the seven- 
teenth century;(^nd the progress of ideas from Malynes to Mun, 
for example, is certainly an indication of the change in economic 
conditions and of an appreciation of its significance!) In this 
pnncction, a distinction is usually made between the bullionists 
knd the mercantilists proper, but it is possible that these names 
Encourage a misunderstanding of the real issue between these 
t|wo schools. It is sometimes assumed that the desire for treasure 
vvas part of the crude doctrine of the earlier mercantilists; while 
the later mercantilists had discarded the gross error of identi- 
fying wealth and treasure, and had adopted instead the more 
sophisticated mistake of the export surplus. It should be clear 
now that the desire for treasure was common to all mercantilists 
for reasons which were coimected with the merchant’s function 
in the economic process of the time. What does, however, 
distinguish those mercantilists who have been called bullionists 
from the rest is a difference of opinion on the best means of 
achieving the universally desired end: the enrichment of the 
country through an increase of its treasure. 

The earlier view on this point goes back a long time and was 
not at first connected specifically with the mercantile interest. It 
aimed at preserving the stocks of precious metals of a country 
by a strict regulation of their movements across national boun- 
daries, i.e. by regulation of international monetary exchange. 
Granted the search for precious metals as the most highly prized 
representatives of wealth, it becomes an obvious necessity of 
policy to prevent their export and to encourage their import. 
Prohibitions of the export of gold and silver date back to 
medieval times and persisted until the time of mercantilist con- 
troversy,, By the fourteenth century foreign trade had sufficiently 
progressed to bring to the notice of rulers the connection 
between it and the amount of precious metals in the country. 
An Act of 1339 attempted to compel wool merchants to bring 
in a certain amount of plate for each sack of wool exported. 
Richard II, in a reply to a complaint about the shortage of 
money, included in the Navigation Act of 1381 a prohibition of 
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the export of gold and silver. An inquiry was instituted at which 
the wardens of the Mint had to give evidence. The most impor- 
tant part of it was the statement made by Richard Aylesbury, 
an officer of the Mint. He anticipated the later mercantilist 
argument of the balance of trade with the following advice for 
preserving the country’s stock of bullion : ‘Let not more strange 
merchandise come within the realm than to the value of the 
denizen merchandise which passes out of the realm.’ ^ 

But this view did not reflect prevailing opinion or; practice. 
The method generally in use to preserve treasure wa,s still the 
medieval one of direct control. Prohibitions of the ^xport of 
bullion and of the import of luxuries were supplemented by the 
establishment of the office of Royal Exchanger, to whom all 
exchange transactions were confined. These restrictions and 
regulations were not, however, capable of holding up for long 
the development of international trade. The activities of mer- 
chants found ways of nullifying the attempts to prevent fluctua- 
tions of prices and exchange rates and movements of gold and 
silver. The growth of trade destroyed the basis on which the rate 
books used by customs officers were compiled. The bill of 
exchange became the chief instrument for settling payments and 
there grew up a new class of financiers specializing in inter- 
national transactions. These developments made it impossible 
to enforce measures of state regulation. The disappearance of 
the staple system made supervision of trade more difficult ; and 
the increasing influence of the privileged companies is seen in 
the relaxation of bullion export prohibitions to enable them to 
carry on their trade. For example, the charter of the East India 
Company of 1600 allowed the export of a specified quantity of 
bullion on each voyage to the Spice Islands.*^ 

Yet the commercial expansion of the sixteenth century, with 
its problems of national trade rivalries and large-scale move- 
ments of the precious metals, was bound to raise once again the 
question of regulation. Bullionists is the name given to those 
who proposed the revival of the old export prohibitions, the 
re-establishment of the office of Royal Exchanger and an 

^ A. E. Bland, P. A. Brown and R. H. Tawney, English Economic History: 
Select Documents (1933), p. 222. 

® W. R. Scott, The Constitution and Finance of English, Scottish and Irish Joint 
Stock Companies to lyso (1910), vol. ii, p. 93. 
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increased regulation of foreign exchange dealings. The most 
important representative of this school is Gerald Malynes^ We 
have already seen that Malynes had readopted Wilson’s view on 
usury. This he seems to have done as part of a somewhat medieval 
outlook on social affairs in general, because he believed in the 
certainty and harmony which only a well-regulated common- 
wealth could secure. Writing in the seventeenth century, he put 
the task of achieving these ends into the hands of the state. His 
iaterventionism was mainly concerned with economic matters, 
of which, in addition to usury, he regarded foreign trade and 
foreign exchange dealings as the most important. In spite of his 
concern about usury he felt that it was only a symptom of a 
more deep-seated evil, i.e. the exchange transactions of private 
financiers, which were often usurious and which, by reducing 
the volume of bullion in tlic country, raised interest rates. ^ In- 
deed, to sMalyncs foreign exchange was the main economic 
problem. He a])proachcd it with a medieval mind and based his 
diagnosis and his treatment upon an ethical foundation. Yet by 
profiting from tlie monetary controversies of the previous century 
which had produced Gresham’s Law, he was able to enunciate 
a clear, though limited, analysis of the proximate causes of gold 
movements and thus to advance considerably the theory of 
international trade. 

\ Malynes began by admitting the need for domestic and inter- 
national exchange. Like Hales, he claimed that since trade was 
inspired by the merchant’s self-interest, governments must regu- 
late it in order to insure the general welfare. Money, he argued, 
was devised as a means of exchange and as a common measure. 
The bill of exchange was designed as such a common measure 
in international transactions, but it had been corrupted through 
the tricks of self-seeking financiers. The growth of illegitimate 
exchanges had destroyed the true parity of the foreign exchanges. 
This parity was what is now called the ‘mint par of exchange’, 
i.e. the ratio of the values of two currencies which corresponded 
to their bullion content. Exchanges that took place at this ratio 
were the only ones to correspond to the par pro pari which was 
the moral foundation of exchange. If the ratio varied, exchange 
involved an injustice to one of the parties. Moreover, if the 
exchange rates were stable, no bullion movements would take 
^ G. Malynes, Consuetwln (1636), ch. ix, pp. 272 sqq, 
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place. If the exchange rate went in favour of the country, 
bullion would not flow out; but if it fell below the par, bullion 
would be drained away. 

So far Malynes had given an account of the determination of 
the equilibrium rate of exchange which was fairly common at 
the time. He had gone farther by showing the connection 
between deviations from the equilibrium rate and international 
bullion movements which was later embodied in the theory of 
the specie points. His subsequent analysis, however, is less 
enlightened. He ascribes the possibility of deviations from the 
par pro pari to the existence of two illegitimate forms of ^change 
transactions. It is not quite clear what exactly his carnhio ncco and 
cambio fictiiio * are meant to be. They appear from his examples 
to be not unlike w^hat would to-day be called accommodation 
bills (or finance bills, as Professor Tawney has called them) and 
acceptances. In the case of the former, a merchant borrows 
money from a financier by being allowed to draw a bill 
upon the financier's foreign correspondent. Here, althougli 
there has been no trade transaction, foreign exchange has come 
into existence. In addition, extortionate rates of interest can be 
concealed. In the second case, the credit of a banker and his 
foreign agent is used to facilitate the trade of merchants of poor 
standing, who again would have to pay very high interest rates. 
Malynes's attack upon an operation which is a commonplace of 
finance to-day seems to show his lack of understanding of the 
real nature of foreign trade. It must be understood in the light 
of the mercantilists' general fight against finance; and it is also 
an illustration of Malynes’s desire to confine trade to the privi- 
leged few with whom the small merchant was competing with 
growing success. 

Malynes did not penetrate to the ultimate causes of the varia- 
tions in foreign exchanges, although he seems to have admitted 
that they were affected in part by the movements of goods. As 
his curious theory ol the reasons which compel English mer- 
chants to sell cheaply abroad shows, his ideas on the connection 
between exchange rates, bullion movement, prices, and mer- 
chandise trade are mistaken “ Malynes's remedy is correspon- 
dingly retrograde. Exchange transactions should be confined 

' G. Ma\yn^, Consuetudo, ch. ix, p. 253. See also Professor Tawney’s analysis 
in Jiis introduction to Wilson! A l^iscourse upon Usury, 

“ G. Malynes, Consiutudo, p. 48. 
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to the Royal Exchanger or some other person authorized by 
the king. All exchange transactions above or below the par pro 
pari (which was to be publicly declared) were to be forbidden, 
exchange under these conditions would be legitimate, the tricks 
of the financiers would be defeated, the exchanges would be 
stable, and the treasure of the realm would be preserved. 

Other mercantilists, such as^isselden and Mun, attacked these 
views and developed their own more advanced analysis. Already 
Hales had said, ‘For wc must alwaies take hede that wc bie no 
more of strangers than we sell them; for so we sholde empoverishe 
our selves and enriche them’.^ And William Cecifs statement 
that ‘Nothing robbeth the realm of England more than when 
more merchandise is carried in than is coming forth was an 
echo of Aylesbury’s evidence of 1381. Bacon, in 1616, when 
governmental }:)ractice was still in the direction of monetary 
measures, hoped that care would be ‘taken that the exportation 
exceed in value the importation; for then the balance of trade 
must of necessity be returned in coin or in bullion’.^ Thus in 
attacking Malynes’s undue fear of financiers, the later mercan- 
tilists were able to draw on already existing views, even 
though these at one time had been used to hamper the develop- 
ment of foreign trade. Misselden and Mun carried the arguments 
of the bullionists farther so as to explain the ultimate causes of 
specie movements. Although their polemic, particularly in the 
form which it took in Misselden’s writings, makes them violently 
opposed to Malynes’s way of thinking, they did not deny that 
there existed a relation between the volume of bullion and the 
foreign exchange rates. They only made both bullion movements 
and fluctuations in foreign exchange rates depend upon the 
balance of merchandise trade. 

Typical of this further development are three mercantilist 
writers: Edward Misselden, Antonio Serra, and Thomas Mun. 
The first and third were leading English merchants of the period, 
one a prominent member of the Merchant Adventurers, the 
other of the East India Company. Of Serra, a native of Cosenza, 
very little is known. 

^J. Hales, A Discourse of the Common Weal of this Realm of England (cd. 
1-amond, 1929), p. 63. 

* R. H. Tawney and E. Power, Tudor Economic Documents^ vol. ii, p. 451. 

® Quoted in Heaton, H., Economic History of Europe (1936), p. 368. 
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Misselden (fl. 1608-54) contributed two important tracts to 
the war of pamphlets: Free Trade ^ or The Meanes to Make Trade 
Flourish, etc. published in 1622, and The Circle of Commerce, pub- 
lished in the following year and noted particularly for the fact 
that it was the first publication to use the term ‘balance of 
trade (Bacon’s earlier use of the term did not appear in print 
until much later.) As with most mercantilists, Missclden’s imme- 
diate motive for theorizing was to provide a background for 
policies designed to foster the interests he represented. In 
his first book, self-interest is particularly obvious. He'^was, as 
we have seen, anxious to confine trade within Christfendom, 
since the oriental trade drained the country of specie which did 
not return. This attack on the East India Company did not even 
remain implied, because Misselden proceeded to blame his 
trade rival for a good deal of the trade depression. ^ As we should 
expect from a prominent member of the Merchant Adventurers, 
he was not opposed to privileged trading companies in general; 
on the contrary, he thought nothing could be more harmful to 
the general well-being than unregulated trade. He was equally 
opposed to monopoly in trade, and he favoured what might now 
be called oligopoly. In this respect, he shared a view which was 
common among mercantilists.^ 

Misselden’s attack on the East India Company was not carried 
into his second book; he had become associated with the com- 
pany in business. It may also be claimed that when he came to 
write The Circle of Commerce he had appreciated better the general 
interests which he had at heart and ceased to represent a 
narrow self-interest. Although in Free Trade he had still cast his 
net wide to find explanations for the trade depression, he concen- 
trated in his second tract on the balance of trade. Toreign 
exchange rates, he claimed, were settled in the same way as the 
prices of any other goods. There was a price which was deter- 
mined by the ‘goodness’ of each commodity. But the price 
ruling at any time might be greater or less, varying with buyers’ 
and sellers’ judgments. Similarly, there were prices of the 
exchange which were determined by the ‘goodness’ of the 
money; this was the mint par. But the rates might fluctuate 

^ J. Viner, Studies in the Theory of International Trade (1937), pp. 8 sqq. 

* E. Misselden, Free Trade ^ or The Meanes to Make Trade Flourish^ pp. 13-14. 

* E. F. Hcckscher, Mercantilism, vol. i, pp. 270-6. 
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around this equilibrium point ‘according to the occasions of 
both parties’,^ i.c. according to supply and demand. The 
exchanges were not the cause of specie movements, as Malyncs 
had maintained, because they were themselves determined by 
the volume of foreign trade. 

Misselden rejected Malynes’s remedy. He argued that in order 
lo make sure that trade was beneficial it was necessary to know 
first the relation of imports and exports. Returns should be made 
and the nation’s trade ‘cast into the “Ballance of Trade” which 
would show us the difference of waight in the Commerce of one 
Kingdome with another’.^ Once that had been done, the policy 
of the state should be to secure a favourable, and prevent an 
unfavourable, balance; for with a surplus of exports the country 
would receive treasure and grow rich. Exports should be en- 
couraged and the poor be employed in making goods for export. 
At the same time imports should be discouraged, particularly 
those of luxury goods, and the fisheries should be developed so 
as to make England less dependent on foreign supplies of food. 

Somewhat similar to Misselden’s, and arising also from 
polemical needs, were the views expressed by Antonio Serra 
in his Breve Trattato,^ He set out the means by which a 
country that had no gold and silver mines of its own could 
obtain a plentiful supply of the precious metals. The first set of 
means were those peculiar to an individual country, such as a 
surplus of home products, which could be exported in exchange 
for bullion, and geographical situation, which might give a 
country an advantage in the carrying trade. Of the means 
common to all countries he distinguishes four: ‘quantity of 
industry, quality of the population, extensive trading operations, 
and regulations of the sovereign The first is a significant anti- 
cipation of an emphasis on manufacture which was later to 
become general, Serra said that industry was superior to agri- 
culture because it was independent of the weather; it could be 
multiplied; and it had a more certain market price because it 
was not perishable; and finally, the profit from manufacture 
was generally greater than that from produce. The second, the 
quality of the population, depended on diligence, ingenuity, 
and a spirit of enterprise. The third was generally the result of 

' E. Misselden, The Circle of Commerce (1623), p. 98. ^ ibid., pp. 116-17. 

® A. E. Monroe, Early Economic Thought, pp. 145-67. ^ ibid., p. 146. 

75 



COMMERCIAL CAPITALISM AND ITS THEORY 

the presence of the particular factor of favourable situation. It 
made a community embark upon commerce which resulted in 
much money, because ‘commerce cannot be carried on without 
it’.^ The policy of the sovereign also could greatly help or 
hinder the attainment of wealth. 

Having given his general ideas on economic matters, Serra 
proceeds to examine (he relation between exchange rates and 
the amount of bullion in the country. Although his discussion is 
somewhat involved, he succeeds in demonstrating that thei theory 
that high exchange rates will prevent bullion from coming into 
the country and will encourage its outflow did not give k com- 
plete explanation. It is the ‘foreign goods needed by the kingdom 
. . , that should be blamed for the scarcity of money, not the 
high rate of exchange Serra rejects the prohibition of the 
export of money as useless. No one, he argues, exports money 
without a purpose. If money goes abroad to pay for imports which 
arc re-exported, it will yield a profit and so ultimately increase 
the stock of bullion. 


Thomas Mun 

A similar argument, more lucidly developed, was used some 
years later by Thomas Mun (1571-1641). A successful London 
mercer with trade experience in Italy and the Levant, he 
became, in 1615, closely associated with the East India Company 
of which he was a director until his death. The company was 
attacked on account of its privilege of exporting ;^30,ooo of 
bullion on each voyage (provided that they reimported that 
amount within six months) ; to defend his company Mun wrote 
A Discourse of Trade from England into the East Indies (1621).^ The 
argument of this book is very primitive compared with the later 
work which made Mun famous. His special pleading was undis- 
.guised. He was only concerned with clearing the East India 
Company of the charge that it was draining the country of 
specie; and in the process he made the claim tluxt the East India 

^ A. E. Monroe, Early Economic Thought, p. 150. 2 ibid., p. 158. 

® Cf. reprint (Facsimile Text Society, New York, 1930). In a chapter 
which he contributed to Engel’s Anti-Duhring Marx attacks Diihring for 
having made Serra the leader of mercantilist thought. He righUy reserves 
this place for Mun, whose analysis was not only much cleverer than Serra ’s 
but whose second book obtained an immediate and universal authority. 
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Company’s trade brought in more treasure than all the other 
trades put together. He pointed out that the company did not 
export as much specie as it was permitted to do, that it had 
cheapened the Indian trade by cutting out the Turkish middle- 
men, and that it was bringing in raw materials for English 
manufactures. But his main argument on behalf of the company 
was that its re-exports enabled it to bring back as much specie 
as it had exported and more. There is in this book still a trace of 
the fight against the financiers which Malynes had carried on, 
because Mun puts some blame for the loss of specie on the tricks 
of exchangers. 

England's Treasure by Forraign Trade was written in 1630 and 
published posthumously by Mun’s son in 1664.^ In this work, 
the ideas of commercial capitalism find their fullest expression. 
Here the merchant is assigned a very high place in the com- 
munity. Precepts are given for the perfection of the merchant; 
and foreign trade is set up as the means for making a country 
wealthy. Perhaps it was this whicli led Adam Smith to misquote 
the title of Mun’s book, England's Treasure in Foreign Trade, 
Mun takes up Missclden’s concept of the balance of trade, but 
he adds to it another one which is even more important and 
which shows his insight into the quality of commercial 
capitalism. This is the concept of 'stock’. He docs not speak any 
longer of wealth alone, nor does he confuse money and capital. 
He clearly distinguishes a portion of wealth, which generally 
takes the form of money, which must be employed as ‘stock’, 
i.e. in such a way as to yield a surplus. The way which was 
typical of the age and the man was that of foreign trade. In a 
celebrated analogy which Adam Smith singled out for quotation 
Mun likens foreign trade to a more ancient manner of creating 
a surplus. ‘For if we only behold the actions of the husbandman 
in the seed-time when he casteth away much good corn into 
the ground, we will rather accompt him a mad man than a 


Marx is, however, wrong in saying that Mun’s Discourse appeared in 1609, 
four years before Serra’s Breve Trattato. The Discourse was published in 1621 
and could not have been written before 1615, the year in which Mun joined 
the East India Company. 

^ Gf. reprint (Economic History Society, 1928). An excellent analysis of 
this work is to be found in E. A. J. Johnson’s Predecessors of Adam Smith ( 1 937 ) > 
pp. 77-89. 
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husbandman : but when we consider his labours in the harvest 
which is the end of his endeavours, we find the worth and plenti- 
ful encrease of his actions/^ We see here that the special pleading 
of the East India Company director has become refined and 
general: it is now an explanation of the place of commerce in 
the economy. 

Stock, Mun argues, is wisely employed in foreign trade when 
it secures a favourable balance ; this is the only means of bringing 
treasure into England, a country that has no mines of Jts own. 
Imports and home consumption of imported goods should be 
kept down, exports and re-exports should be encouraged. In 
regard to selling abroad, Mun appreciates the doctrine of ‘what 
the traffic will bear’. For goods in which England has something 
like a monopoly a high price may be charged ; while for others 
prices should be low enough to compete with rivals. Yet prices 
should never be put so high as to discourage sales. Nor is it wise 
to sell cheaply in order to drive out competitors and then to 
charge excessive prices. Price-policy should be so devised as to 
keep out competitors as long as possible. Mun is also well aware 
of the existence of invisible trade. He urges that English trade 
should be carried in English ships only, for this will secure ‘the 
Merchants gains, the charges of ensurance, and fraight to carry 
them beyond the seas’.^ 

England'' s Treasure is a clear synthesis and development of the 
most advanced mercantilist theories, even though many ideas in 
it still remain obscure. In his theory of money, for example, Mun 
did not quite succeed in rising above his fellow mercantilists. 
Although they had something of a quantity theory of money 
(inherited from Oresme and Bodin and reappearing in Hales 
and Malynes) , none of the mercantilists ever fully succeeded in 
developing it further into a theory of international prices. Their 
great fear of a lack of bullion led them at best to a one-sided 
appreciation of the relation of the price-levels of different 
countries to their trade. They knew that a small amount of 
money in England would make English prices low ; so they went 
on to argue that, in its trade with a country wealthy in money, 
England might be forced to sell cheap and buy dear,^ and so 

^ T. Mun, England's Treasure by Forraign Trade^ p, 1 9. 

’^ibid., p. 9. 

®E. F. Heckscher, Mercantilism, vol. ii, pp. 238-43. 
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lose its mercantile profit and presumably still further diminish 
its stock of specie. This was the impasse into which the mercan- 
tilists were led; it was left to classical economists to connect 
prices, specie stocks, exchange rates, and the balance of trade in 
a comprehensive theory of international trade. 

Mun seems to have been dimly aware that the high prices 
which a large amount of money would create might have an 
adverse effect on the balance of trade. Evidently still anxious to 
defend the East India trade, he protested that to keep treasure 
inthe country instead of using it in foreign trade was harmful. 

‘ For all men do consent that plenty of mony in a Kingdom doth 
make the natife commodities dearer, which as it is to the profit 
of some private men in their revenues, so is it directly against 
the benefit of the Publique in the quantity of the trade; for as 
plenty of mony makes wares dearer, so dear wares decline their 
use and consumption. . . . And although this is a very hard 
lesson for some great landed men to learn, yet I am sure it is a 
true lesson for all the land to observe, lest when wee have gained 
some store of mony by trade wee lose it again by not trading 
with our mony,’^ But further than this he did not go ; anxious to 
conciliate the landed interest, he immediately pointed out how 
trade could bring it advantage too. ‘For when the Merchant 
hath a good dispatch beyond the Seas for his Cloth and other 
wares, he doth presently return to buy up the greater quantity 
which raiseth the price of our Woolls and other commodities, 
and consequently doth improve the Landlords Rents as the 
Leases expire daily : And also by this means money being gained, 
and brought more abundantly into the Kingdom, it doth enable 
many men to buy Lands which will make them the dearer.’^ In 
spite of this zigzagging, which finally ends in a blind alley, Mun 
shows here a much greater insight than other thinkers of the 
time. 

Mun’s analysis of the distribution of the world’s bullion sup- 
ply among the different countries is very striking. In chapter vi 
of the book he discusses the reasons for Spain’s loss of treasure 
and concludes that, apart from war, bullion was leaving Spain 
because she was importing so much from abroad. It was ‘the 
disability of the Spaniards by their native commodities to provide 
forraign wares for their necessities’ that forced them ‘to supply 

^ T. Mun, England* s Treasure by Forraign Trade, p. 17. * ibid., p. 21. 
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the want with mony’.^ This cause was also operating elsewhere. 
‘All Nations (who have no Mines of their own) are enriched 
with Gold and Silver by one and the same means, which is 
already shewed to be the ballance of their forraign Trade.’ 
Thus, whether countries have mines of their own or not, the 
balance of their trade determines both ' the manner of getting, 
and the proportion that is yearly gotten’ - of the world’s stock of 
specie. 

Another sign of Mun’s advanced position in contcipporary 
thought is the fact tliat throughout his book there is evident a 
much smaller regard for an accumulation of treasure for\its own 
sake than can be found in other mercantilist writings. Mun pays 
the traditional lip-servicc to the need for treasure as a reserve for 
emergencies and as the ‘sinews of war’, yet he insists all the time 
on the outstanding importance of trade for which money is only 
a means. Even in connection with the prince’s war chest, he 
docs not fail to point out that this is valuable only ‘because it 
doth provide, unite and move the power of men, victuals, and 
munition where and when the cause doth require; but if these 
things be wanting in due time, what shall we then do with our 
mony? ’ 

On other topics, Mun’s contributions to economic thought 
arc not considerable. He joins earlier writers in attacking debase- 
ment and repeats (in less precise form) Hales’s analysis of the 
redistribution of wealth caused by debasement. He condemns 
the ‘toleration for Forraign Coins to pass currant here at higher 
rates than their value with our own Standard’ as a method for 
increasing treasure. It would provoke retaliation from foreign 
countries; it would cause an unjust distribution of wealth; and 
if the discrepancy is large, it would result in a drain of treasure.. 
Retaliation is also a danger that leads Mun to object to the 
statute requiring foreigners to spend their proceeds from exports 
to England on the purchase of English goods. A restriction of 
this kind imposed upon English merchants, the director of the 
East India Company points out, would be disastrous. Like other 
advanced mercantilists, it is free trade within the limits of regu- 
lated companies that Mun really desires. 

The few words on the revenue and expenditure of the 

^ T. Mun, England's Treasure by Forraign Trade, p. 23. 

* ibid., p. 24. 5 ibid., p. 70. 
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sovereign which Mun includes in his book are noteworthy only 
for the views on taxation and on the limits to the accumulation 
by the prince. The latter, Mun says, is set by the amount of 
treasure which the favourable balance of trade has brought into 
the country. A greater accumulation would deprive trade of its 
capital. ‘For if he [the prince] should mass up more mony than 
is gained by the over-ballance of his forraign trade, he shall not 
Fleece but Flea his Subjects, and so with their ruin overthrow 
himself for want of future sheerings. . . . All the mony in such a 
state would suddenly be drawn into the Princes treasure, where- 
by the life of lands and arts must fail.’^ On the former point, 
although Mun regards all taxes as ‘a rabble of oppressions’, he 
thinks that they are necessary. He foreshadows a later theory of 
wages by saying that indirect taxes are not ‘so hurtfull to the 
happinesse of the people as they are commonly esteemed: for as 
the food and rayment of the poor is made dear by Excise, so 
doth the price of their labour rise in proportion 

The only other important point raised by Mun is the differen- 
tiation between ‘general’ and ‘particular’ balances of trade. 
Mun uses it in his polemic against Malynes’s foreign exchange 
theory. Arguing that the determinant of foreign exchange rates 
is the balance of trade, he shows that the exchange with any 
particular country depends upon the balance of trade with that 
country, while the position of the exchanges in general depends 
upon the total balance of trade. More significant, however, 
than Mun’s argument against Malynes is the fact that he takes 
up an advanced position in a controversy which was very 
important at the time. The aim of earlier systems for regulating 
foreign trade was to achieve favourable particular balances. 
England’s imports from each country had to balance her exports 
to it. And attempts were even made to balance the trade of each 
English merchant. This idea pf a ‘balance of bargains’, as 
Richard Jones called it,'* survived into the seventeenth century. 
As a result of the mercantilist theory increasing attention was 
given to trade statistics, but pohey still remained concerned with 
particular balances. 

* T. Mun, England's Treasure by Forraign Trade, p. 68. 

® ibid., pp. 61-2. ® ibid., pp. 48-9. 

^ R. Jones, * Primitive Political Economy in England * in Edinburgh Review, 
January-April, 1847, p. 428. 
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The Board of Trade was required by Parliament to consider 
carefully the balance of trade with each particular country and 
to advise on means for correcting unfavourable and securing 
favourable balances. The whole trade policy, with its compli- 
cated system of treaties, restrictions, and drawbacks, was devised 
with this end in view. It led to France and Sweden being 
regarded as bad customers. The former sold to England a large 
amount of luxury goods, the latter iron and timber; but neither 
of them bought much from England. Trade with tjbem had 
therefore to be discouraged. Spain, on the other hand, had a 
great supply of bullion, and being devoid of industries had to 
import English goods. Trade with Portugal was regarded with 
particular satisfaction: wine was exchanged for cloth. Even as 
late as 1 703 this way of viewing foreign trade found practical 
expression in the Methuen Treaty, which almost excluded French 
in favour of Portuguese wine. 

Mun and Child, with their experience of the East India trade, 
tried hard to direct attention to the problems of the general 
rather than the particular balances. Mun’s outline of all the 
things which had to be taken into account in order to draw up 
the balance of trade, ‘the true rule of our treasure V shows that 
he took a very advanced view of the make-up of international 
accounts. Child too asserted that the true profit or loss which a 
nation derived from any particular trade could not be ascer- 
tained from a consideration of that trade alone.- But although 
the exponents of the balance of trade argument had won against 
the bullionists (the prohibition of the export of specie was 
abolished in England in 1663), they did not succeed in their 
other campaign. The balance of trade theory was used for a 
long time to support rigid trade restrictions, and it was an 
important part of the theory on which the colonial system was 
based. 

Gradually, however, the basis of trade regulation began to 
change. Instead of arising from a desire to secure a favourable 
balance which would bring treasure into the country, the 
encouragement of exports and the restriction of imports acquired 
a protectionist character. The creation of work and employ- 
ment and the nursing of industries, both as ends in themselves 

^ T. Mun, England's Treasure by Forraign Trade, p. 83. 

^ J. Child, A New Discourse of Trade, p. 153, 
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and as means of strengthening the country, became the aims 
of state policy. The transition to this late mercantilist phase was 
not sudden. Professor Heckscher quotes instances of the work- 
creation argument for protection in the fifteenth century in 
Florence and in some English writings of about 1530.^ Hales, as 
we have seen, objected to the export of English raw materials 
since it deprived English workmen of employment. Serra had 
stressed the advantages of flourishing home manufactures. 
And in English mercantilist writings the employment argu- 
ment becomes more frequent at the end of the seventeenth 
century. 

The importance of treasure (already somewhat diminished by 
Mun) is still further reduced; and though commerce may still 
be praised extravagantly, the emphasis is slowly shifted to home 
industry as the real source of wealth. An interesting illustration 
of this tendency is to be found in the writings of D’Avenant, who, 
though a mercantilist, was not a merchant himself, and whose 
writings always contained a mixture of old and new argu- 
ments. Having praised the calling of the merchant who enriched 
the country, he is yet constrained to say, in his Discourses on the 
Publick Revenues (1698), that though gold and silver are the 
measure of trade, the source and origin of it are everywhere 
the natural and artificial produce of countries; ‘that is to 
say, what their land, or what their labour and industry pro- 
duces’.^ 

^Even earlier, Child had developed a theory of colonial 
economy which was based exclusively on the employment 
argument.'* Colonization in general, he admitted, might have 
harmful effects since it involved emigration. Like all mercan- 
tilists of that period. Child was very much afraid of a loss of 
population, a word which seems to have carried with it the idea 
of employment. A small labour force in the days before the 
large-scale introduction of machinery meant a low output. And 
this, at a time when foreign trade was becoming increasingly 
dependent on home manufactures, was equivalent to a reduc- 
tion of exports. However, the evils of colonization could be 
mitigated, Child thought, by compelling the colonies to confine 

^ E. F. Heckscher, Mercantilism^ vol. ii, pp. 122-3. 

^ G. D’Avenant, The Political and Commercial Works (1771), vol. i, p. 354 

® J. Child, A New Discourse of Trade, pp. 212 -26. 
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their trade to the mother country. Once that was done, emigra- 
tion might, after all, yield an advantage, because it might 
create more work at home. 

As for the American colonies, Child did not think that they 
had been an unmixed evil. It was doubtful whether, even in the 
absence of the colonies, those who emigrated there would have 
stayed in England. The Puritans would have gone to Holland 
and Germany. Among the others, there were many rogues and 
criminals who, if they had stayed at home, would have been 
hanged. What was more important, in the West Indian planta- 
tions one Englishman had ten natives working under him, thus 
producing more than he would at home; and the combined 
demand of these eleven (of whom only one man was an en^iigrant) 
would keep at least four workmen employed in England. New 
England, on the other hand, was not a useful colony because the 
emigrants there did not give employment to perhaps even a 
single workman at home. Thus the value of colonies depended 
on their ability to act as exclusive markets for the manufactures 
of the mother country, to supply in exchange raw materials and 
other produce which would otherwise have to be bought 
from foreign countries, and to form a reservoir for cheap 
labour. 

The use of such arguments as these both in relation to colonial 
policy and in support of a system of all-round protection shows, 
on the one hand, how far commerce had de\'eloped and, on 
the other hand, in what theoretical difficulties the later mercan- 
tilists were to find themselves. From the point of view of foreign 
commerce alone the mercantilists were, as we have seen, led 
increasingly to demand a greater freedom of trade. The decline 
of the belief in state intervention, which will be discussed in the 
next chapter, was already beginning with some of the later 
mercantilist writers. D’Avenant, for example, thought that trade 
was in its nature free and ‘Laws to give it Rules . . . are seldom 
advantageous to the Public’.^ Yet the growth of industry and 
the changing character of commerce made them supply argu- 
ments which led to an increase rather than a decrease of state 
regulation. 

In the practice of governments at the end of the seventeenth 
and throughout most of the eighteenth centuries all-round pro- 
^ Quoted in Heckscher, Mercantilism^ vol. ii, p. 322. 
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tection and state regulation is in evidence. In that period, the 
foundations of modern industry were being laid. The methods 
used were tariffs or embargos on imports, prohibitions of the 
export of tools and skilled craftsmen, the encouragement of the 
import of raw materials or of their production at home, the 
supervision of the quality of products, and subsidies to those 
who were developing new industries. There might still be con- 
cern with purely commercial problems. Navigation Acts might 
still claim not only to strengthen the king's navy but also to 
increase the country's mercantile profit by confining the carry- 
ing trade to the country’s own ships. But the real meaning of 
the growth of industrial and commercial regulation on a 
national scale in the hundred years preceding the Wealth of 
Nations is to be found in the rise of industrial capitalism. Mer- 
cantilist theory and policy had done their work. They had 
abolished medieval restrictions and had helped to produce 
unified and strong nation states. These in turn became powerful 
instruments for fostering trade until early capitalism developed 
into mature industrial capitalism. In such countries as England 
and France where this process was first completed state power 
was at once turned to a new use. It had to help industry to 
achieve economic supremacy. But earlier mercantilist ideas did 
not disappear. Down to the present day they all reappear from 
time to time in various guises, sometimes even to be welcomed 
as rediscovered ancient truths curiously apposite, it is thought, 
to modern conditions. 
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The Founders of Political Economy 

The Political Philosophers 

In the eighteenth century the development of modern industrial 
capitalism was greatly accelerated. Its theory, embodied in the 
works of the classical economists, comes to maturity in the period 
of forty years that separates Smith’s Wealth of Nations and 
Ricardo’s Principles. Rut its roots reach back almost two centuries. 
At least three streams of thought accompany the transition from 
commercial to industrial capitalism, and, togetlier with that 
economic development, help to mould classical theory. The 
first of these is philosophical; the development of political 
thought from its canonical origin to philosophic radicalism. 
Wc have already seen the beginnings of the second; it is the 
progress of English economic thought from the later mercan- 
tilists onwards. The third foundation of political economy is of 
French origin, the physiocratic system which was developed by 
a number of thinkers in eighteenth-century France. The first of 
these contributions has been expounded so frequently and its 
history is available in so many text-books that it is not necessary 
to give more than an outline of it here. 

The freeing of thought from the dominance of the Church 
was conducive to the growth of mercantilism, although it was 
ultimately to be turned against mercantilist theory and practice. 
W e have seen that economic progress had destroyed the author- 
ity of the Church in worldly matters. Economic activity was less 
and less carried on according to the theological laws of what 
‘ought to be’. And although economic thinking also tended to 
become positive, the earlier mercantilists were still anxious to 
preserve the normative element; in their writings the analysis of 
what is and the precept of what ought to be are still inextricably 
bound together. In the field of political thought, however, the 
emancipation from theology is more radical. 
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Some thinkers to whom this emancipation is due were also 
concerned with economic matters. Bodin, for example, whom 
we have already met as an enlightened economist, was one of 
those who made ‘the relation of man to man, instead of the 
relations of man with God, the foundation of social enquiry’.^ 
But the main impact of the new modes of thought fell on the 
theory of the state. The foremost influence in this direction was 
that of Machiavelli. He was able to observe the decay of medieval 
society in what was perhaps the most favourable environment, 
that of sixteenth-century Italy. There, the substitution of secu- 
lar for ecclesiastical authority and the struggle for national unity 
took the most violent forms. Political leadership became depen- 
dent upon an unscrupulous use of all the means of worldly 
power. Only brute force combined with intrigue and oppor- 
tunism could give power to a prince and enable him to maintain 
it. Although it was an experience which every one was sharing, 
it was the genius of Machiavelli which made the political 
development of his dciy the starting point for a new method of 
approach to social and political questions. In an oft-quoted 
passage he decried those who had endeavoured to build an ideal 
republic of their fancy. One had to be aware, he argued, of the 
great difference between man as he was and as he ought to be ; 
to try to be virtuous in a world inhabited by so many who were 
without virtue was to court ruin. In his study of the actions of a 
wise prince, therefore, Machiavelli said that necessity not virtue 
was to be the guide. ^ Machiavelli was guilty of many errors. 
He had little idea of the complex forces which fashion history; 
social development w^as to him exclusively the work of great 
men. His protest against the ethical was so violent that it was 
bound to lead to a reaction. He minimized the power of tradi- 
tional ideas of right conduct, and thought exclusively in terms of 
the princes of Renaissance Italy. He could not foresee the rise of 
a new, non-theological, ethical discipline which was to continue 
to exercise some influence on economic thought. Nevertheless his 
influence, in spite of initial opposition, was immense. Hence- 
forth social philosophy was based upon a rational and positive 
foundation. 

Even greater perhaps was the vision of Bodin. He too was 

* H. J. Laski, The Rise of European Liberalism^ p. 19. 

* The Prince, passim. 
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impressed with the problem of authority which the decay of 
Church power, the religious wars, and the struggle of conflicting 
civil units had raised. In Les Six Livres de la Ripublique (1576) he 
laid the foundation for the theory of the need for a central 
sovereign authority. This he wanted to be secular. In other words, 
he pleaded for the modern sovereign state which was to be the 
source of all law and order. Yet Bodin was conscious of the 
danger of unrestricted authority.^ Divine law and natural law, 
Bodin thought, sJiould prescribe the broad limits of the state’s 
power. His emphasis on the rights of private property, as his 
belief in the beneficence of free trade which has already been 
mentioned, shows that he was sensing a possible antithesis 
between state and society and was groping for a theory which 
would give ‘some place for the consent of subjects to the actions 
of authority’. 2 He was thus a forerunner of liberalism in a much 
more direct sense than the natural-law philosophers of the 
seventeenth century. 

In spite of important differences, the England of the sixteenth 
century witnessed a spiritual revolution similar to that of Italy 
and France epitomized in Machiavelli and Bodin. The forces 
which had made commerce predominant were freeing men’s 
minds from the fetters of accepted belief and were opening a 
new era of speculation and experiment. In almost every branch 
of science the new ways of life were presenting new problems. 
And whether they were inspired directly by the needs of expand- 
ing commerce or only indirectly through the general zest of the 
new empirical rationalism, scientists began to provide the 
answers.^ In astronomy, mathematics, physics, and optics, and 
in the biological sciences and medicine, advance was amazing. 
Its greatest monument, in spite of all the theological and even 
mystical interests of its author, was Newton’s Principia,'^ Lessing 
has well said of it: 

^ H. J. Laski, The Rise of European Liberalism, pp. 46-8. 2 ibid. 

^ I rofessor Hessen in his article ‘ Economic and Social Roots of Newton’s 
Principia in Science at the Cross Roads (ed. Bukharin, 1931), has made a very 
interesting analysis of the relation of Newton’s discoveries to the economic 
needs of commercial capitalism with the general thesis of which one may 
^ agree. Professor G. N. Clark has, however, been able to show 
( Social and Economic Aspects of Science in the Age of Newton’, in Economic 
History, vol. lii, pp. 362 sqq,, and Science and Social Welfare in the Age of 
Newton (1937) ) that some of Hessen’s conclusions are based on slender 
toundations. 
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Das Alter wird uns stets mil dem Homer beschdmen; 

Und unsrer ^eiten Ruhm musz Newton auf sick nehmen, ^ 

But among the social thinkers of this century and the next, no 
one expressed better the spirit of the age or was of greater signifi- 
cance for subsequent development than Bacon. He laid the 
philosophical foundations for experimental science; and he 
carried the method of rational inquiry from the natural sciences 
to the study of man and his community. With the same practical 
outlook as Machiavelli, and sharing his frank pursuit of power, 
Bacon gave the philosophical imprimatur to the authority of 
the state. His very tolerance of the Church, which he recog- 
nized as a useful instrument in the hands of a strong state, shows 
the extent to which he had freed himself from the remnants of 
medievalism. His eulogies of the monarch may have been 
inspired by the desire for personal advancement; they were 
none the less a sincere reflection of his fundamental belief in the 
secular authority. Monarchy, he thought, was a natural institu- 
tion and obedience to it a natural duty. The doctrine of the 
divine right of kings was thus upheld and absolutism given a 
powerful theoretical support. To the absolute sovereign was 
assigned the role of supreme judge, who would not be fettered 
by prejudice or laws and who would stand above the warring 
social factions. Here is the political quintessence of the age; 
here is the authority that was to take the place of the shattered 
feudal system. 

This change found an even clearer expression in the seven- 
teenth century in Bacon’s companion, Thomas Hobbes. For- 
saking the concept of the divine right of kings, he gave yet a 
new and more powerful interpretation to Baconian ideas in 
the principle of the sovereignty of the state. Although he based 
his analysis on something like a voluntary association of indi- 
viduals who agreed that one or more of their number should 
represent the common will, he laid great stress on coereion as 
an essential element of state organization. For once the state 
had arisen, it contained an absolute sovereignty to which complete 
obedience was due. Kings, however, did not j)osscss their power, 
no matter how absolute, by virtue of divine right. God was the 
final judge of their rule, but their power on earth came from the 

^ G. E. Lessing, Samtliche IVerke (1836), vol. i, p. 243. 
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very nature of their office. Any ruler, lawful or otherwise, was 
possessed of the fundamental attributes of kingship. 

Hobbes was more akin to Bodin than to Bacon in his greater 
freedom from the theological argument for sovereignty; and he 
worked in the same direction of religious emancipation as 
Spinoza. Like the latter, he was regarded by his contempor- 
aries as a foe of belief. And because he had also given a theore- 
tical basis to the claims of usurpers of sovereignty. Church and 
king were united in opposing him. What made himj equally 
suspect to the opponents of the king’s power was the fact that, 
unlike Bodin, he continued the Baconian disregard for iWs and 
respect for indivisible and unrestricted sovereignty. Hobbes’s 
belief in a power above the conflicting interests of social classes 
was both his weakness and his strength. His was a theory which 
was inevitable in an age when social conflicts were of all- 
absorbing interest and were for the first time rationally viewed, 
and when economic forces were pressing for the establishment 
of a strong central authority. It was limited by its own imme- 
diate experience, and within a short time it was to receive a new 
twist which completely altered its significance. 

Yet Hobbes’s importai .ee in the growth of the new society and 
its thought was very great. His basis was individualist. Like 
Machiavelli, he frankly recognized the individual impelled by 
self-interest as the unit from which to start. The contract by 
which individuals had submitted to the terrific stranglehold of 
the sovereign state — Hobbes’s Leviathan — was based on this 
self-interest. The absolutist state was a method of obtaining a 
greater good than could be provided by the life of primitive 
man — ‘solitary, poor, nasty, brutish, short’. If the Leviathan 
coerced, it did so in the interests of the ruled themselves. Here, 
in spite of the central doctrine of stale authority (in harmony 
with the practice of state regulation of economic life), was the 
beginning of utilitarianism. And in apparent contrast with 
Hobbes, yet in logical development of the principle imman- 
ent in his system, utilitarian philosophy was henceforth to 
progress. 

Its next advance is contained in the work of John Locke. 
We shall shortly meet him again as an economist of the transi- 
tion from mercantilism to the classics. In the sphere of political 
thought his position is more significant. He synthesized and 
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carried further all the elements of past thought that could be 
made to compose a political philosophy fit for the age when 
capitalism was already certain of victory. The social contract 
which in Plato had made men build the city, in Hobbes submit 
to the Leviathan, and in Bodin had established and set the limits 
to central authority, is found again in Locke. With it, and 
again in a significant new guise, is the doctrine of natural law. 
Beginning in Stoic and Epicurean philosophy, this doctrine had 
found a place in Roman Law and in the Canonist doctrine of 
natural justice. Now it was being transformed into a recognition 
of the ‘natural’ instincts of the individual; and the social 
contract that established civil government became depen- 
dent entirely on the measure of consent of those who were 
governed. 

Realization of self-interest as the motive force of conduct is 
inherent in Locke’s entire political philosophy. But to him it 
was not the medieval Church, nor Bacon’s king of divine right, 
nor yet Hobbes’s superhuman Leviathan that was to make an 
orderly body out of the individual atoms. Through his experience 
as administrator of England’s colonial possessions Locke had 
come into contact with trade. And the orderly voluntary associa- 
tion of merchants in commercial ventures that he had seen in 
the regulated companies appeared to him the natural form of 
organization for purposes of government. It was, therefore, in 
constitutional monarchy that rationalism found its political 
expression. Freedom, he thought, must only be restricted in the 
interests of preserving it. Its basis was property, acquired by 
industry and reason, and entitled to the security which the state 
could give. Here is a philosophy suited to the new conditions of 
the economy. It is the embodiment of the victory over the 
Middle Ages. But it is more than that; it is a symptom of the 
decline of state power which commercial capital had created at 
an earlier stage of its war against feudalism. It is a development 
inherent in the relation between capitalism and its first political 
expression. It is the first chapter of liberalism, the philosophy of 
triumphant capitalism. 
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The Growth of Industrial Capitalism 

The appearance of Locke’s philosophy at the end of the seven- 
teenth cciilury shows that the new state was beginning to be 
seen for what it was: the creature of economic power no less 
than its master. The change of economic policy was less rapid 
than that of political philosophy. Nevertheless, at the end 
of the seventeenth century state regulation of cconomid life was 
breaking down. Its decline was by no means uniform in all 
countries. Indeed, wc shall see that mercantilism reappeared 
with additions and distortions in economically backward 
countries like Germany, when in England and France it was 
already a thing of the past. But the progress of unrestricted 
individualism was uneven even in the countries which took the 
lead in the transition to modern industry. Freedom from the 
fetters of the state was achieved in some directions in the last 
years of the seventeenth century. But more often liberal philo- 
sophy did not win its decisive victory until well into the nine- 
teenth century. 

Many of the restrictive regulations of domestic industry were 
abolished in England cifter the middle of the seventeenth century. 
Others, regulation of wages, for example, did not finally dis- 
appear until 1813. Acts regulating apprenticeships and the 
conditions of production in many industries became inoperative 
with the expansion of production and the growth of the factory 
system; and when Parliament came to abolish them in the 
nineteenth century it was only registering an accomplished fact. 
Within the system of guilds considerable changes began to take 
place. A complex differentiation was growing up which led to 
the appearance of many conflicts of interests. The older type of 
export merchant company, descended from the guilds of the 
fourteenth and fifteenth centuries, was being displaced by the 
great colonial companies. There were also the newer capitalist 
corporations, dominated either by wholesale merchants or by 
semi-industrial capitalists of the Verleger type, and their influence 
was growing. The smaller local urban guilds of small master 
craftsmen, on the other hand, were declining in importance 
owing to the competition of domestic industry controlled by the 
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Verleger. Local regulation was, therefore, continually diminishing 
in power in favour of national regulation. ^ 

^The decline of the regulation of foreign trade took place with 
a time-lag. The trade-treaties, which had at one time been 
protectionist and restrictive instruments, were capable of a 
different use. Once economic* interests were strong enough, 
treaties were concluded for the purpose of expanding trade 
between the countries concerned. Free trade suffered many 
set-backs, but over the eighteenth century as a whole it was 
undoubtedly progressing. The earliest symptom of the new 
spirit of trading was the decline of the regulated companies. 
Their monopoly rights were undermined by the growth of trade 
itself, which gave a scope to independent merchants, ‘inter- 
lopers’ or, more significantly, ‘free traders’, as they were called. 
By the end of the seventeenth century the regulated company 
was ceasing to be the dominant form of organization in inter- 
national tradeJ\The Eastland Company began to lose its privi- 
leges in the Baltic trade in the last quarter of the seventeenth 
century. The Merchant Adventurers were deprived of their 
monopoly of the cloth trade within their area in 1689. And most 
of the other trading companies shared their fate at about the 
same time. Only the East India Company, which was in a 
different position from the rest, was able to retain monopoly 
rights much longer. But even that lost its exclusive trading privi- 
lege in India early in the nineteenth century. 

'Thus the decline of state intervention went hand in hand with 
the disappearance of monopoly and the growth of competition. 
The cause which produced both these tendencies and which was 
powerfully reinforced by them was the growth of industrial 
production. The changes of what is known as the industrial 
revolution were of such a spectacular character that they have 
obscured the no less important industrial advances of the seven- 
teenth andr early eighteenth centuries.' If the latter were slower 
to develop and much smaller in extent than the former, they were 
nevertheless at least as important in kindl Professor NeP has 
shown that there was something like an industrial revolution 

^ G. Unwin, Industrial Organization in the Sixteenth and Seventeenth Centuries 
(1902). Gf. particularly chs. ii and iii. 

LJ. U. Nefj The Rise of the British Coal Industry (193‘ij, vol. i, pp. 165-80. 
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going on in the sixteenth and seventeenth centuries. By 1700 
there were in existence in England a number of flourishing in- 
dustries (for example, mining, salt, copper, brass, and ordnance, 
alum and nail-making) run, in part at any rate, on a factory 
basis and controlled by fairly large capitalists. If, by the end of 
the eighteenth century, the invention and application of labour- 
saving machinery and the use of inanimate power were beginning 
to spread at a staggering pace, it was because the specifically 
social framework of modern industry had already beeiji built at 
the beginning of the eighteenth century. 

\ The scientific discoveries of the seventeenth century, which 
were the allies of commercial capitalism, could not develop 
without the spread of scientific inquiry in a more general sense. 
Within a hundred years this was to surpass its narrower utili- 
tarian bounds ; though even then it remained essentially prac- 
tical. In the meantime, however, invention was not dormant; 
it was only the by-product of industry itself. A large number of 
improvements of manufacture precede the flood which was the 
industrial revolution. In the extraction of minerals and the 
refining of metals, in the production of textiles and the building 
of ships, new methods were introduced; and wind or water 
power were increasingly applied in place of human or animal 
energy. 

The comparative slowness of this development illustrates the 
complex interrelation of technical and social-economic factors. 
Technical advance was held up by the restricted markets of the 
earlier mercantilist era. The Tear of goods’ which characterized 
it found its counterpart in the opposition of state and public 
opinion to improvements which might have expanded produc- 
tion. In an age of commercial privilege, vested interests were 
strong enough to oppose the introduction of new processes which 
threatened their monopoly. On the other hand, technical im- 
provement had to wait for a larger market before it became 
profitable. That larger market was produced by commercial 
capitalism itself. In the eighteenth century commercial expan- 
sion had both undermined existing restrictions of competition 
and stimulated invention. This, by improving and expanding in- 
dustrial production, was to destroy the very basis of commercial 
capitalism. It found wider markets and encouraged producers 
to produce more, and more cheaply. It also encouraged them to 
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improve their production and then to go in search of greater 
demand by showing them thelatent possibilities of increased sales. 

The merchant created the industrialist. Very often he turned 
manufacturer himself. And his example stimulated recruitment 
of the homines novi of capitalism from the land and from domestic 
industry. Already in the early eighteenth century the organiza- 
tion of production was changing. It has long been recognized 
that the putting-out system was at that time giving way to the 
concentrated production of t\it factory system. Every fresh piece of 
research on that period strengthens the view that this transition 
started earlier and was more rapid than has hitherto been 
supposed. The form of production of the mercantile era (in 
which the commercial capitalist took the lead by buying raw 
materials and sometimes equipment, putting it out into domestic 
workshops, and selling the products in ever-widening markets) 
might survive for a long time in some districts, countries or 
branches of industry. But it was no longer typical ; the trend was 
definitely in the direction of factory production. In mining and 
brewing, in the manufacture of pottery and hardware, the 
factory w as already leading the way. Wedgwood’s Etruria and 
Boulton’s works at Soho are now seen not as exceptions but as the 
pattern, rare as yet, to which industry as a whole was moulding 
itself. 

The change in the status of labour was akin to this transforma- 
tion of the merchant into the industrialist. For commercial 
capital to become industrial capital it was essential for it to find 
labour, land, and raw materials as purchasable commodities. 
The last two had been marketable long before the eighteenth 
century. The sale and purchase of goods, including raw mater- 
ials, had become habitual before the beginnings of modern 
industry; and the commercialization of agriculture and the 
breakdown of the feudal system had gradually made land into 
a marketable good also. In regard to labour the change was 
slower ; and it was in this respect that the eighteenth century 
completed the most important of the social transformations 
which capitalism required. 

The process by which a class of wage-workers was created is 
well known. Its beginnings are in the fourteenth century, when 
the manorial system was breaking down. Serfdom had virtually 
disappeared and was being replaced by a system of small, 
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mainly independent, farmers and a small number of wage- 
labourers. The enclosure movement made havoc of this system; 
^ it deprived farmers and labourers of their land, cottages, and 
common rights and laid the foundation for the modern working 
class. The expropriation of Church lands during the Reforma- 
tion, the commercialization of forming, which coincided with 
the expansion of trade, and the constitutional changes after the 
Restoration, which set the seal on the disappearance of 
feudalism and established the modern system of publip finance, 
pushed this development still further. Merchants and financiers 
viewed this transformation with favour. By destroying the feudal 
title to property and making the landed interest comifiercially 
minded, it helped to establish their own status. By its expro- 
priation of tlie yeomen, it created a supply of labour which the 
industry of the later mercantilist period nc'edcd. 

With the transition to industrial capitalism in the eighteenth 
century this movement received a fresh impetus. The amount of 
capital required for industrial enterprise increased with the 
growing complexity of the manufacturing process. Few crafts- 
men were capable of competing cfl'ectively either against the 
cheaper production made possible by a greater use of capital 
equipment or in markets wider than their immediate environ- 
ment. If they did not work on their own material but only to 
the order of a merchant they became increasingly dependent on 
him. Sooner or later, when the few tools they owned had become 
out of date compared with new processes and equipment, they 
and their apprentices would succumb to the comparative 
security of being regular wage-earners. They might remain in 
their own domestic workshop for a time; soon, however, the 
factory would gather them. There they would be joined by 
others recruited from the rural population dispossessed by suc- 
cessive enclosure movements, which by the eighteenth century 
had acquired parliamentary sanction. 

The whole of this process created not only industrialists and 
wage-earners; it supplied also the market for capitalist industry. 
The destruction of the domestic workshop of both town and 
country and the commercialization of farming created the 
demand which absorbed the products of factory industry. On 
the basis of this internal market — the growth of which com- 
pleted the separation of agriculture and industry — industrial 
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capitalism could once again turn to foreign trade, which had 
been one of the bases on which it developed. 

The relation between the capitalist and his wage-worker was 
at first regulated as it had been during the era which knew only 
of merchants, master craftsmen, journeymen, and apprentices. 
Custom, remnants of guild regulation, and wage legislation 
were the determinants of wages and conditions in the early days 
of the factory system. But they became too rigid for the needs of 
expanding industry. 

The mercantilists, if they held any wage theory at all, 
believed in an economy of low wages and in strict wage regula- 
tion. This was appropriate to merchants engaged in exporting 
to markets where they had to meet foreign competition. It was 
also in harmony with the views of some mercantilists on the 
need for restricting home consumption. But the reliance on 
regulation of the labour market became inadequate once com- 
petition for labour arose between different industries. Not that 
industrial capitalism began immediately to act on an ‘economy 
of high-wages’ principle. But supply and demand became now 
the proximate determinants of the relation between capital and 
labour. The guilds lost what little power they had preserved, 

( ustoms were discarded, and legislation to regulate mobility 
of labour, and to some extent wages, tended to disappear. 
The process was more rapid with regard to mobility of labour; 
and wage regulation did not disappear entirely until the 
early part of the nineteenth century. But by then the progress of 
invention and the enclosure movement had created a labour 
surplus, and the old regulations were appealed to for the purpose 
of upholding a minimum wage. 

On the whole, however, bargaining between capitalist and 
worker tended to become the common method of settling the 
labour contract. It was the result, as we have seen, of a twofold 
process: one part of it was the concentration of capital in the 
hands of the industrialist, who owned the more complex tools 
of production now required; the other was the driving out of the 
urban and rural worker from a place of independence in the 
scheme of production, together with his legal emancipation 
from the ties of guilds and landlords. The worker was now free 
to enter into a contract; he was also forced by the growing com- 
plexity of production to sell his labour in the market in order 
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to earn his livelihood. By the middle of the century the 
process of establishing a free market for labour had gone far 
enough for Dean Tucker to describe as ‘ absurd and preposterous ’ 
any attempt by a third person ‘to fix the price betv^een buyer 
and seller’. Regulations could not be enforced if they were not 
supported by the willingness of the contracting parties. More- 
over, no laws could be devised that would allow for ‘plenty or 
scarcity of work, cheapness or dearness of provisions, . . . good- 
ness or badness of the workmanship, the different degrees of 
skill . . . and the demand or stagnation at home or abroad’.^ 

Side by side with this free market there began to dwelop the 
typical modern labour problems. As early as the secorid half of 
the seventeenth century there appeared examples of working 
men organizing themselves in order to improve their position. 
Sometimes they readopted the outward practices of guilds. They 
stressed the functions of the friendly society, attempted to regu- 
late quality of production, and maintained an elaborate ritual. 
But gradually their real character became more obvious. They 
turned into associations whose main task was to fight the 
employers on wages and conditions. It was against these com- 
binations, the forerunners of the modern trade unions, that 
Parliament enacted its Combination Laws. 


Petty 

Economic thought soon began to respond to all these changes; 
though it took a hundred years to become fully aware of the 
revolution it was witnessing. Corresponding with the change in 
the quality of capitalism there took place a change in the 
interests of thinkers. Attention was diverted from trade to pro- 
duction: from the relation of merchant and financier to that of 
capital and labour. Of greatest significance in this change of 
approach and content of economic thought is the appearance of 
a new problem of price and value. Hitherto, this problem was 
conceived almost exclusively in terms of exchange. With 
Aristotle and the schoolmen it had been a part of the problem 
of justice: in what manner must exchange take place in order 
^ Quoted by H. J. Laski, The Rise of European Liberalism, p. 176. 
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that there should be a just equivalence? This was the question 
they posed and answered in the doctrine of the ‘just price’. 

In the mercantilist era both question and answer were different. 
With all the obscurities and individual variations, a common 
approach underlay mercantilist theory on the question of price. 
The approach was that of the merchant. What is the best 
means for making the country rich? Because wealth is the same 
as commercial capital (represented by money) the answer is: by 
making profitable sales. Profit can only arise upon alienation^ i.c. 
in the act of exchange, when the seller sells more dearly than 
he has bought. All the mercantilist conclusions relating to foreign 
trade and their limited and distorted view of the relation between 
money and prices are the results of this approach. 

With the growth of industry, production instead of exchange 
became the chief concern of the economist. The process of 
production, which in its new form involved a changed social 
relationship, was seen to be the core of economic activity. It 
was no longer possible to insist that wealth, in a social sense, 
was created by exchange, that value (i.e. exchange-value, 
which is the attribute of social wealth) and the profit by which 
wealth was increased arose in commerce. The problem of wealth 
and value was reformulated and answered anew; and, although 
the precision of both formulation and answer increased only 
gradually, until they reached their most refined form in the 
classical system, their quality was now always the same. 

This development in economic thought is roughly the same 
in a number of countries. With minor though interesting varia- 
tions, the problem of value becomes the centre of analysis in 
England, Italy, and France, and thinkers of all three countries 
provide solutions in similar terms. In a larger book than this the 
ideas of Montanari Davanzati, and Galiani in Italy and of 
Boisguillebert in France would deserve detailed treatment; 
and so would those of Benjamin Franklin, who was as astute 
in economic as in other scientific matters. Their omission may 
be justified on the ground that it was in England that the seed 
of these founders bore its finest fruit. That part of the French 
contribution which is of a somewhat different character will 
be discussed separately. 

The most iniportant, as well as the earliest, English economist 
who prepared the ground for the classical system is Sir William 
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Petty (1623-87). He has justly been called the founder of 
political economy.- The son of a poor weaver in Hampshire, 
he had an extraordinarily varied career which made him in 
turn cabin-boy, hawker, seaman, clothier, physician, professor 
of anatomy, professor of music, surveyor, and wealthy land- 
owner. The formal education which he had received at a Jesuit 
college in France and at Oxford was richly supplemented by 
friendship with the leading scientists and men of letters of the 
day. Petty was a friend of Pepys and Evelyn, and a member of 
the company of learned men who met in London and in Oxford 
and later became the Royal Society. He was a charter member 
of the council of this body. The story of his life, told by Lord 
Fitzmaiirice and in a short account given by the late Professor 
Hull in his introduction to Petty’s economic works, explains 
to a large extent the extraordinarily advanced place which 
Petty occupies in the history of economic thought. His free- 
dom from purely mercantile interests, which distinguishes 
him from other seventeenth century economists, his unusually 
wide experience of men and affairs — particularly through his 
part in the Down Survey of Ireland and the distribution of land 
to Cromwell’s soldiers— and, above all, his association with the 
leaders of experimental scientific thought, give to his economic 
writings a zest and breadth of vision which was not to be sur- 
passed for a hundred years. 

In his Political Aritkmetick, written probably in 1672 and 
published in 1690, Petty states explicitly a new approach to 
economic inc[uiry which he knows to be still unusual. ‘Instead', 
he says, ‘of using only comparative and superlative Words, and 
intellectual Arguments, I have taken the course ... to express 
myself in Terms of Number^ Weighty or Measure; to use only 
Arguments of Sense, and to consider only such Causes, as have- 
visible Foundations in Nature.’ “ Petty truly adhered to this 
manifesto of empiricism; and his claim to fame is generally con- 
ceived to rest on the part he played in the foundation of a 
science of statistics. There can be no doubt that Petty is rightly 

^ Both by Marx, in at least three places: Z^r Kritikder Poliiischen Okonomie, 
p. 33; in Engels’ Anti-Diihring (1928), p. 247; and in Theorien iiber den 
Mehrwert (1921), vol. i, p. i; and by Brentano, Ethik und Volkswhtschaft in 
der Geschichle, p. 32. 

* The Economic Writings of Sir William Petty (ed. C. H. Hull, 2 volumes 
1B99), vol. i, p. 244. 
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regarded as the first to develop this sister discipline of political 
economy. Not only did he show by his own practice and precept 
the manner in which data should be collected and marshalled; 
he did not neglect the wider functions of statistical inquiry. 
Throughout his Political Arithmeiick and in his other statistical 
papers he set factual research in its proper place in relation to 
theoretical analysis. 

More important, however, and more interesting for our pur- 
pose are Petty’s contributions to economic thought. His work in 
this respect, apart from some scattered observations in the 
Political Arithmeiick^ is contained mainly in A Treatise of 
Taxes and Contributions (1662), in Verbum Sapienti (1664), 
in the Political Anatomy of Ireland^ written in 1672 and pub- 
lished in 1691, and in Sir William Petty's Quantulumcumque 
Concerning Money^ written in 1682 and published in 1695. 
Petty’s modern editor has implied that the particular avenues 
through which Petty approached economic problems (public 
finance and the coinage) distinguish him sharply from the 
preoccupations of classical and modern economists. He has also 
suggested that because Petty was a disciple of Hobbes (a fact 
which seems well established by Petty’s insistence on the 
sovereignty of the state) yet not a mercantilist proper, he should 
be classed with the German "^cimeralists—ihG pseudo-economist 
advisers of absolute monarchs. Such a judgment is based on 
misconception and must seriously interfere with a just estimate 
of Petty’s position in the history of economic thought. 

It is true that Petty shared Hobbes’s political philosophy. 
But the indirect approach which he adopted to the important 
economic problems of wealth and value was itself an expression 
of the changes in social and political relations that had taken 
place as an indispensable part of the evolution of industrial 
capitalism. His interest in state finance is conditioned by the 
fact that feudal methods of raising revenue had disappeared 
and had been replaced by a system of national taxation. To 
any one not connected with foreign trade who was anxious to 
elucidate the principles of economic activity, there was at that 
time no more obvious approach to economic problems than 
that of the methods of raising and spending the revenue of the 
state. The problems which these presented raised the questions 
of value and wealth in their most acute form. 
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The Treatise on Taxes seems to be a straightforward dis- 
cussion of the sources of public revenue, the forms of public 
expenditure, and of the best means of raising the one and 
disbursing the other. Petty’s theory of public finance is simple 
and need not detain us. He agrees with Mun in regarding taxa- 
tion as inevitable. But he feels that princes ought not to be 
extravagant. Though they might be forced to raise more by 
way of taxes than they needed, in order to create a reserve for 
emergencies, they should not do so too often since tljiey would 
be withdrawing money from the productive circulation of their 
subjects. The money which the king has raised could J if wisely 
spent, stimulate trade and industry; it would thus i^eturn in 
increased measure to the people’s pockets. Petty urged economy 
in the running of the state’s main services, defence, administra- 
tion, justice, and the ‘Pastorage of men’s souls’. He condemned 
expensive wars and the maintenance of supernumeraries, though 
he was willing to support the expenditure of public money in 
order to provide for those who would otherwise be unemployed 
lest, as he said, they ‘lose their faculty of labouring’.^ 

Petty’s views on the raising of the revenue are much coloured 
by Hobbes’s philosophy. He shows throughout a frank recogni- 
tion of individual self-interest and a high regard for property as 
the determinant of status. The state exists to protect the indivi- 
dual’s property, and the individual has to be prepared to 
contribute towards the expenses of the state. That contribution 
should be in proportion to the property, the benefits of which 
the people enjoyed under the protection of the state. Petty 
realized that people were not always ready to recognize the 
utilitarian nature of taxation. They refused to pay because they 
thought that the king was extravagant or because they felt that 
they were unjustly assessed compared with their fellow tax- 
payers. Taxation should therefore be so devised as to leave the 
relative distribution of wealth unchanged, for ‘let the Tax be 
never so great, if it be proportionable unto all, then no man 
suffers the loss of any Riches by it’. ^ It is impossible to institute 
such a system of taxation if ‘for not knowing the Wealth of the 
people, the Prince knows not what they can bear; and for not 

^ The Economic Writings of Sir William Petty (ed. G. H. Hull), vol. 
p. 6o. 

* ibid., p. 32. 
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knowing the Trade, he can make no Judgment of the proper 
season when to demand his Exhibitions’.’ The need for statistics 
is obvious. 

It is from this point that Petty is forced to plunge into the most 
intricate of all his economic analyses. He sets out to examine the 
different ways in which taxes may be levied. ^ He rejects the 
setting aside of Crown lands, from which the sovereign is to 
draw his revenue. A better way is to levy a tax on the whole of 
the rental revenue ; this would give the king ‘ more security, and 
more obligees’. And the only thing to guard against is that the 
trouble and expense of this method of collection should not be 
considerably greater than that of administering the Crown 
domain. Petty had no doubt that in a new country, ' before men 
had even the possession of any Land at all’ (like Ireland, where 
it was in force), such a system of taxation was the best that could 
be devised. Future buyers of land would make allowance for 
the rent tax ; taxation would be in just proportion ; and not only 
the owners of the land, ‘ but every man who eats but an Egg, or 
an Onion of the growth of his Lands ; or who useth the help of 
any Artisan, which feedeth on the same’, would pay his con- 
tribution. In old countries, however, great difficulties would 
arise. New leases would take into account the new tax, while 
old leases would continue at the old rent. Some landlords would 
gain and others lose. The consumers would lose in any case, 
because the prices of produce would rise whether the tenant 
farmer who produces was paying the old or the new rent ; only 
the farmer would make a large profit. At this stage the analysis 
of taxation and its incidence peters out and the discussion 
leads to a theory of value. 

It is necessary to piece together a large number of separate 
statements in order to get a clear picture of Petty’s analysis. 
When it is summarized a logical structure can be built which 
includes a theory of value and wages, a theory of profit or 
surplus (which is in effect a theory of rent), a discussion of the 
value of land, and a theory of interest and foreign exchange. 
These steps do not follow in this order in Petty’s writings. There 


’ The Economic Writings of Sir William Petty (t d. C. H. Hull), vol. i, 
P- 34- 

* ‘ Treatise on Taxes and Contributions *, ch. iv. Economic Writings^ vol. i, 
pp. 38 sqq, 
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are difficulties to negotiate and obscurities to ignore. But the 
final picture does not lack a measure of internal consistency. 

Petty’s theory of value is contained in a short digression on 
rent, which follows his theory of the rent-tax, in a discussion of 
the real and the political price of commodities at a later point in 
his Treatise, and also in some remarks on wages in the Political 
Anatomy of Ireland. For an understanding of this theory it is 
important to appreciate the emphasis which Petty lays on labour 
as the source of wealth. Although he was not as expliqit on this 
point as Adam Smith, he did nevertheless leave little doubt that 
he had travelled a long way from the conception of theWercan- 
tilists. ‘Labour’, he said, ‘is the Father and active principle of 
Wealth, as Lands are the Mother.’ ^ And when in another place 
he spoke of the ‘Wealth, Stock, or Provision of the Nation’, he 
thought of it as ‘being the effect of the former or past labour’.^ 
Petty also realized that the typical form in which labour 
appeared in the new social structure was as divided labour. 
His account of the advantages of division of labour lacks none 
of the ingredients of Adam Smith’s celebrated description. He 
takes the making of a watch as his example; and he shows that 
cheapening and improvement of production, which division of 
labour begets in this particular trade, arise also in the growth of 
large towns and their specialization in different manufactures.^ 
Jit is not surprising that this view of labour should have deter- 
mined Petty’s analysis of value and price. He is led to it by 
the question of what is ‘the mysterious nature’ of rents. His 
answer is that the natural and true rent of a piece of land for any 
particular year is the difference between the proceeds of the 
harvest and the seed plus what the producer ‘himself hath both 
eaten and given to others in exchange for Clothes and other 
Natural necessaries’.'^ This, however, becomes not only an 
explanation of the origin of a surplus but also of the origin of 
value itself. Petty goes on to ask how much money ‘this Corn or 
Rent is worth’. His answer is that it is worth as much as the 
money which another man producing money (i.e. the money 
commodity) can save during the same time, above his expenses 

^ ‘Treatise on Taxes and Contributions’, ch. iv, Economic Writings, vol. i, 

p. 68. 

* ‘Verbum Sapienti’, Economic Writings, vol. i, p. no. 

® Economic Wrilmgs, vol. ii, pp. 473-4. ^ ibid., vol. i, p. 43. 
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of production ^The hypothetical case with which he illustrates 
his proposition is worth quoting. ‘Let anotlier man go travel into 
a Countrey where is Silver, there Dig it, Refine it, bring it to 
the same place where the other man planted his Corn; Coyne 
it, etc. the same person, all the while of his working for Silver, 
gathering also food for his necessary livelihood, and procuring 
himself covering, etc. I say, the Silver of the one, must be 
esteemed of equal value with the Corn of the other: the one 
being perhaps twenty Ounces and the other twenty Bushels. 
From whence it follows that the price of a Bushel of this Corn 
to be an Ounce of Silver.’^ Petty is well aware of possible minor 
variations; but he argues that when an average is struck over a 
long period and covering a large quantity tlie above analysis 
will hold. 

Although this is ‘ the foundation of equalizing and ballancing 
of values’^ there remains much individual variety. He discusses 
this later when he draws a distinction between the natural price, 
or ‘true Price Currant’, as he also calls it. and the political price. 
The ‘natural dearness and cheapness depends upon the few or 
more hands requisite to necessaries of Nature. . . . But Political 
Cheapness depends upon the paucity of Supernumerary Inter- 
lopers into every Trade over and above all that are necessary.’^ 
Other factors which might influence supply and demand and 
thus the political price, are customs and manner of living; and 
because ‘all Commodities have their Substitutes or Succedanca, 
and that almost all uses may be answered several wayes’, these 
factors must be considered as adding or taking away from the 
price of things. *^ 

^In spite of all these accidental factors, labour remains the true 
source and measure of value. This is made even clearer in two 
other passages which supply the beginnings of the classical 
theory of wages. In these Petty does not speak any longer of 
labour time as the measure of value. ‘The days food of an adult 
Man, at a Medium, and not the days labour, is the common 
measure of Value.’ ‘That a days food of one sort, may require 
more labour to produce, than another sort, is also not material, 
since we understand the easiest-gotten food of the respective 
countries of the World.’ Nor is it material ‘that some Men will 

^ ‘Treatise’, Economic Writings^ vol. i, p. 43. 

* ibid., p. 44. ® ibid., p. 90. * ibid., p. 90. 
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eat more than others, . . . since by a days food we understand 
part of what lOO of all Sorts and Sizes will eat, so as to Live, 
Labour, and Generate’.^ The last phrase anticipates Ricardo’s 
natural price of labour, which is the one ‘ necessary to enable the 
labourers, one with another, to subsist and to perpetuate their 
race’.^ And in Petty’s statement that a ‘Law that appoints such 
Wages . . . should allow the Labourer but just wherewithal! to 
live; for if you allow double; then he works but half so much as 
he could have done, and otherwise would; which is a lops to the 
Publick of the fruit of so much labour’^ one may see the trend of 
thought which could lead to the surplus value theory ofWarx.'* 
But if Petty believed in the existence of a surplus product of 
labour, and, therefore, in labour’s power to create a surplus 
above its own sustenance, he demonstrated these two categories 
only in the case of production from the land.^Rent was the only 
surplus he knew; and it comprised the whole concept of profit 
within iu 

4 At the same time Petty was also aware of the differential 
element in rent. A hundred and fifty years before Ricardo he 
stated clearly the theory of differential rents. ‘ For as great need 
of money heightens Exchange, so doth great need of Corn raise 
the price of that likewise, and consequently of the Rent of the 
Land that bears Corn, and lastly of the Land it self; as for 
example, if the Corn which feedeth London, or an Army, be 
brought forty miles thither, then the Corn growing within a 
mile of London, or the quarters of such Army, shall have added 
unto its natural price, so much as the charge of bringing it 
thirty-nine miles doth amount unto.’*''* And although nothing is 
said here about differing fertilities as the cause of differential 
rent (some obscure reference appears elsewhere), other factors 
are enumerated and the general principle could not be better 
expressed.® It should also be noted that Petty was quite clear that 
rent was determined by price and not vice versa. Not only is 
this explicitly stated in the discussion of differential rent quoted 

‘ ‘Verbum Sapienti', Economic Writings , vol. i, p. i8i. 

' D. Ricardo, The Principles of Political Economy and Taxation (Everyman 
edition), p. 52. 

i ‘ Treatise *, Economic Writings, vol. i, p. 87. 

^ Marx did so himself: Theorien uber den Mehrwert, vol. i, p. 3. 

' ‘ Treatise Economic Writings, vol. i, p. 89. 

' ibid., pp. 48-9. 
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above; it is implicit in his discussion of the origin of rent as such, 
which, as we have seen, led him also to a labour theory of value. 

jA. further conclusion which Petty wishes to draw concerns the 
value of land. ‘The question is’, he says, ‘how many years 
purchase (as we usually say) is the Fee simple naturally 
worth?’’ The reason for Petty’s attention to this problem is 
interesting and shows the error into which he fell, in spite of 
his genius. Although he gives ample evidence for his funda- 
mental belief in a labour theory of value, he seems nevertheless 
to have been uncertain about the part played by land in the 
creation of value. We have seen that in one place he makes land 
and labour joint determinants of value. This is probably due to 
a confusion in his mind between exchange-value and use-value. 
Where he is concerned with the latter, he speaks of land and 
labour; where he is dealing with exchange-value (at any rate 
implicitly) he speaks of labour alone. He was himself aware of 
this dichotomy. ‘All things ought to be valued by two natural 
Denominations, which is Land and Labour. . . . This being true, 
we should be glad to finde out a natural Par between Land and 
Labour, so as we might express the value by either of them 
alone as well or better than by both, and reduce one into the 
other as easily and certainly as we reduce pence into pounds.’^ 
4Ve have already seen how Petty determined the value of 
labour. As to the value of land, he developed a theory of the 
capitalization of rent or the usus fructus per annum. This is clearly 
a break with his own original dichotomy of land and labour, 
because he had already determined rent as the surplus product 
of labour. He is himself unaware of this inconsistency and goes 
on to ask at what rate it should be capitalized. Since Petty’s 
theory of the surplus is exclusively one of rent, he has no other 
rate of return to resort to which would help him in the capitaliza- 
tion of the rate of return from land. He discovers an ingenious 
way out. People, he thinks, will pay a price for land in accor- 
dance with the return derived from it and the number of years 
which they themselves or their immediate descendants expect 
to enjoy that return. Petty regards three generations as a 
reasonable estimate. And since ‘in England we esteem three lives 
equal to one and twenty years’, he computes the value of land 
at twenty-one years’ purchase of its annual rent. This would 

^ ‘Treatise’, Economic Writings^ vol. i, p. 45. ^ ibid. 
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apply ‘where Titles are good, and where there is a moral 
certainty of enjoying the purchase’. In other countries this will 
vary according to the titles, the number of people, and the esti- 
mate put upon three lives. ^ 

This process for computing the value of land can now be used 
in the reverse direction for discovering the rate of return on 
money-capital. In other words, ^etty does not presuppose a 
rate of interest which would be used in the capitalization of land, 
but derives his conclusions on interest from his theor)^ of rent and 
land values. He states explicitly that he proposes to explain the 
nature of rent ‘with reference as well to Money, the Vent of 
which we call usury And the chapter on usury follows imme- 
diately after the discussion on rent. Petty’s general opinion on 
usury is simple. He condemns the taking of interest if the lender 
can call upon the borrower to repay on demand. But if the 
borrower has the enjoyment of the money lent for a fixed period 
of time, the lender can justifiably demand interest. The rate of 
interest, he says, anticipating the physiocrats, is determined by 
the rent of the land. Where the security of the loan is undoubted, 
the rate of interest is equal to the ‘Rent of so much Land as the 
money lent will buy; . . . but where the security is casual, then a 
kinde of ensurance must be enterwoven with the simple natural 
Interest’.^ Although interest is thus determined by rent, there 
are factors which cause it to vary from time to time and place to 
place and it is, therefore, impossible to fix it by law. 

This point is emphasized again in the Quantulumcumque 
concerning Money Here Petty finds another reason for ex- 
pressing a view which is implied in much that he wrote and 
which is both a plea for freedom in trade and an anticipation of 
the physiocratic and Smithian belief in the ‘natural order’. He 
makes his discussion of interest the occasion for speaking ‘ of the 
vanity and fruitlessness of making Civil Positive Laws against the 
Laws of Nature’.^ 

^On the question of interest, then. Petty held more advanced 
views than the mercantilist opinions which were still current in 
his time. As for foreign exchange, about which he said little, he, 
like the later mercantilists, did not share Malynes’s fears, although 

^ ‘Treatise’, Economic Writings, vol. i, p. 45. 2 p, 42. 

® ibid., p. 48. * Economic Writings, vol. ii, pp. 447-8. 

® ‘ Treatise ibid., vol. i, p. 48. 
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he made usury analogous to foreign exchange dealings. But he 
considered that the natural measure of exchange was estab- 
lished by the cost of carrying money in specie from one place 
to another, though variations might arise 'where are hazards 
[and] emergent uses for money more in one place than another, 
etc. or opinions of these true or false He accordingly rejected 
all measures of fixing exchanges by law; and he was also a deter- 
mined opponent of prohibitions on the export of bullion. 

^ Petty did not go much farther in developing a theory of inter- j 
national payments; and his views on foreign trade in general are 
still coloured by mercantilist notions. However, his references to 
this question are slight and scattered; and it may be argued that 
he was merely taking for granted certain views accepted at the 
time, without devoting much attention to the problems which 
they were meant to explain. He seems to have believed as firmly 
as Mun that 'the overplus whereof [of exported goods], above 
what is Imported, brings home mony, etc.’^ And his mercan- 
tilist belief in the value of exports is clearly in evidence when he 
said that ' Ireland exporting more than it imports doth yet grow 
poorer to a paradox’. ^ But his chief interest was clearly engaged 
in a different direction. 

^^His views on money, at any rate in the earlier writings, were 
also mercantilist. He laid great stress on treasure as the most 
desirable form of wealth. And even in his analysis of value he 
was mostly concerned with the monetary form in which value 
appeared — a remnant of bullionist thought. Yet his own methods 
of analysis were constantly interfering with these accepted views. 
It was due particularly to his statistical work that Petty was able 
to escape more than any other writer of the period from the 
common confusion between money and capital. In his studies of 
Ireland he found that money was only a fraction of the total 
annual expense of the country; the same was true when he tried 
to compute the national wealth of England. Although he still 
regarded money as a very important means ^^r making trade 
active, he often expressed the view that a country might have 
too much as well as too little money.^ And, in trying to discover 

^ ‘Treatise’, Economic Writings, vol. i, p. 48. 

* ‘ Political Arithmctick *, ibid., vol. i, p. 260. 

® ‘ Treatise’, ibid., vol. i, p. 48. 

^ ‘ Verbum Sapienti ’, Economic Writings, vol. i, p. 1 13. 
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the right money supply for a country, he used the concept of 
the ‘ velocity of circulation ’ of money which was to play an impor- 
tant part in later monetary theory.^ 

His very method of analysis shows that in spite of inevitable 
occasional lapses he was far removed from the primitive mone- 
tary errors of the mercantilists. Even when he praised the virtues 
of money and trade (particularly foreign trade), and appeared 
nearest to the theory of commercial capitalism, he introduced 
important qualifications. Money and foreign trade were impor- 
tant, he thought, because they helped a country to develop 
and improve its industry. At the same time a country; should 
endeavour by policy to improve its efficiency in the production 
of the commodities needed for trade. Again and again fie laid 
emphasis on ‘art’ as an aid in production and he measured 
the power of the prince by ‘the number, art and industry of 
his people, well united and governed’.*^ 

Petty went even farther in the Quantulumcumque^ his most 
mature discussion of monetary matters. He stated categorically 
that a nation might have loo much or too little money, sug- 
gested that money was only needed as a help in trade and indus- 
try, and gave a computation of the amount of money needed in 
which the concept of the velocity of circulation was also implied. 
He repeated his objections to the prohibition of bullion exports 
and to the legal regulations limiting interest and exchange rates. 
Existing laws, he said, were perhaps ‘ against the Laws of Nature, 
and also impracticable’.^ If a country had too much money it 
should melt it down, export it as a commodity where there is a 
demand for it, or lend it out at interest where interest was high. 
If there was too little money there should be established ‘a 
Bank, which well computed, doth almost double the Effect of 
our coined Money’. Once again he stressed his belief in England's 
ability to capture the trade of the world. (In the ‘Political 
Arithmetick’ he had tried to show ‘that the Impediments of 
England’s Greatness are but contingent and removeable’.) ‘And 
we have’, he said, ‘in England materials for a Bank which shall 

Mbid., yol. i, pp. 35-6, 1 12-13. 

* For an interesting account of the early history of this concept, cf. E. A. J. 
Johnson, Predecessors of Adam Smith, ch. xiii, in which many of Petty’s views 
are quoted. 

® ‘ Treatise’, ibid., vol. i, p. 22. 

* ‘ Quantulumcumque ’, ibid., vol. ii, p. 445. 
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furnish Stock enough to drive the Trade of the whole Com- 
mercial World — an expectation which was to be fulfilled only a 
few years later. 

Petty seems to have assimilated all the most refined ideas of 
his predecessors on the effects of debasement and on the place 
of bullion in foreign trade. When states debase their coins, 
he said, ‘they are like Bankrupt Merchants, who Compound 
for their Debts by paying i6s., 12s. or los. in the pound; Or 
forcing their Creditors to take off their Goods at much above 
the Market rates’.'^ Old unequal money ought to be new coined 
at the expense of the state ; but the difference between the value 
of the new and the old money must be borne by those who hold 
the latter, since otherwise people would be tempted to ‘clip 
their own Money The new coinage would make little 
difference to foreign trade. In an argument reminiscent of Mun, 
Petty showed that merchants would still carry abroad either 
commodities or specie with which to buy foreign goods accor- 
ding to relative prices. England need not be impoverished if they 
took specie since the commodities they brought home would 
probably yield a profit. 

^Although Petty does not discuss specifically the relation 
between money and prices, he makes a few statements on the 
subject which are lucid and illuminating. A reduction in the 
silver content of the coin, he said, was bound to diminish the 
amount of goods which people were willing to give in exchange 
for it, except among ‘such Fools as take Money by name, and 
not by its weight and fineness’. If one had more shillings coined 
out of the same amount of silver one would not be any richer. 
This was most clearly demonstrated in the case of goods made 
of the money metal. A goldsmith would not give his silver vessel 
‘weighing 20 ounces of wrought, for 18 Ounces of unwrought 
Silver’. The same was true of other commodities, ‘though not 
so demonstrable as in a Commodity whose Materials is the same 
with Money’.* 

With this we may take our leave of Petty. The space devoted 
to him may appear excessive compared with the short account 
of a number of other pre-classical writers which is to follow. 
But because Petty’s significance as the most important of the 

' ‘ Quantulumcumque’, Economic Writings, vol. ii, p. 446. 

* ibid., p. 443. * ibid., p. 440. * ibid., pp. 441-2. 
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forerunners of Smitli and Ricardo has so often been neglected, 
it seemed necessary to redress the balance. 


Locke; North; Law; Hume 

Economic thought in England developed briskly in the first 
half of the eighteenth century, and there are a large number of 
writers whose contributions are of interest. In general, however, 
these contributions are only refinements of points diriginally 
raised by Petty or changes of emphasis of varying significance. 
From these many writers a few may be chosen for brief 
treatment.^ohn Locke and Sir Dudley North arc selected as 
immediate followers of Petty; and Sir Dudley North also as the 
most important free trade advocate of the time. John Law’s 
monetary theories deserve mention and so docs Sir James 
Steuart’s compreiiensive work. Cantillon, wlio has been redis- 
covered comparatively recently, shows the closest affinity to the 
French physiocrats; and David Hume’s economic writings, 
whose merit has, at times, been exaggerated, arc important as 
a synthesis of economic thought prior to Adam Smith. 

Locke and North are best discussed together both in their 
relation to mercantilist thought and to the theories of Petty. 
With regard to foreign trade, their views differ considerably. 
Locke was largely influenced by mercantilist notions. He still 
insisted that a country grew rich by exporting more than it 
imported. North, on the other hand, in his Discourses upon Trade 
(1691), took up an intransigent free-trade attitude. He made a 
devastating attack on protection, in particular on the prohibi- 
tion of trade with France. It was he who expressed, for the first 
time, the view that the whole world was as much an economic 
unit as was a single nation. All trades he regarded as profitable 
because no one would continue in an unprofitable occupation. 
And he identified public good with private good in a manner 
that would be fit for a nineteenth-century utilitarian writer. His 
vigorous pamphlet was not well received, naturally at a time 
when foreign trade restrictions were still the rule. But as it 
expressed views which were in harmony with the trend of 
economic development its theoretical influence was great. 

9 The views of these two writers on the fundamental prob- 
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lems of economic analysis were of more immediate impor- 
tance. Both Locke and North took up some of the points in 
Petty’s theory of rent, interest, and money. They shared his 
views on debasement; and Locke, in particular, gave a very 
good analysis of the effect of debasement on prices in his Some 
Considerations of the Consequences of the Lowering of Interest and Raising 
the Value of Money (1691). Like Petty, they both oppose the laws 
for the limitation of interest. Locke followed Petty closely in 
deriving his theory of interest from an analysis of rent. He still 
regarded rent as the only surplus, and inquired how money, 
which was by nature barren, could have the same productive 
character as the soil, which did produce something useful. His 
conclusion was that just as the unequal distribution of land en- 
abled those who had more than they could cultivate themselves 
to take a tenant from whom they obtained rent, so the unequal 
distribution of money enabled its owners to obtain a tenant for 
it from whom they could receive interest. 

^\)rth went further. He seems to have been the first to have a 
clear idea of capital, which he called stock. He made the lending 
of stock-in-trade, by those who lack the ability to use it or 
shunned the trouble to do so, equivalent to the letting of land. 
The interest which lenders received was a rent of money akin 
to the rent of land. Landlords and ‘stocklords’ were the same. 
North preserved no traces of the mercantilist love for treasure. 
No one, he thought, could get rich by having all his possessions 
in the form of money. Only those increased their wealth whose 
possessions were bearing fruit all the time by cither being lent 
out or employed in trade. ^ Nobody wanted to keep money; 
everybody was anxious to dispose of it in such a way as to make 
a profit. 

Both Locke and North, but particularly the former, were led 
to discuss value, price, and money by way of their discussion of 
the nature of interest. North said little about value itself, though 
he discussed price. Locke’s views on value are not easy to dis- 
cover, because his statements on the subject arc few and do not 
occur in the same place as his main economic discussions. In he 
Two Treatises concerning Government (1690) he seems to share 
Petty’s view of the origin of value. In a discussion concerned 

’ D. North, Discourses upon Trade; principally directed to the cases of the 
Interests Coynage, clipping, increase of Afoney (1691), p. 1 1. 
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mainly with property he stated that the earth belonged to all 
men in common. Private property, however, was justified in so 
far as a human being had mixed his own labour with the gifts of 
nature. Legitimate property was limited by the amount which 
anybody needed for his own maintenance. Property in land was 
equally limited by the amount which an individual could culti- 
vate and the produce of which he could use. Labour was the 
main source of value. Nearly the whole value of the products of 
the soil were due to labour; the rest was a natural gift.^ 

However, in none of these statements does Locke reach Petty’s 
conclusion that labour is also the measure of value. He seems 
to have confined himself to use-value and to have endeavoured 
to show the importance of labour in its production. Consciously 
or not, he avoided the issue of the origin of exchange-value and 
made an analysis which has been classed as a supply and demand 
theory of price. That analysis appears in the Consequences y but is 
prefaced by a statement on money in Government, Locke made 
money possess a purely imaginary value which was created 
by common consent. Because money was not perishable, one of 
the limits to its accumulation in private hands (that no one 
should own more of anything than he needed for himself) 
disappeared. Great inequalities in property were thus made 
possible, though there still remained one limit to the amount 
that might legitimately be held, namely, the amount of the 
individual’s own labour which enabled him to acquire profit at 
all.^ In the Consequences, however, Locke went on to give money 
a ‘double value’. One arises from the ability of money to supply 
a yearly income (akin to rent) ; the other is the same as that of 
any other ‘Necessaries or Conveniencics of Life’ which money 
can procure in exchange. Locke falls thus into the mercantilist 
error of identifying money and capital — an error which North 
had avoided. 

It was, however, Locke’s emphasis on the medium of exchange 
function of money which was the starting-point for his further 
discussion. This was based on the quantity theory of money, 
already outlined in connection with the problem of debasement. 

^J. Locke, Two Treatises concerning Government (ed. Morley, 1884) 
pp. 203-16. 

* Cf. the interesting discussion of Locke’s views in R. Zuckerkandl, 
Theorie des Preises (1936), pp. 125-31, 233-4. 

® J. Locke, Two Treatises concerning Government, pp. 215-16. 
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Against the prevailing mercantilist view that a low rate of 
interest would raise prices, Locke pointed out that prices were 
determined by the amount of money in circulation. This view 
was based on a supply and demand theory of price. Although 
the ‘vent’ of anything ‘depends upon its Necessity or Useful- 
ness’,^ yet the quantity sold at any time was determined by the 
‘part of the running cash of the nation designed to be laid’ out 
on it.^ The amount available and the amount sold and the 
number of buyers and sellers settled the market price. In the 
case of money, sale was always certain; therefore, ‘its quantity 
alone is enough to regulate and determine its value, without 
considering any Proportion between its quantity and vent, as 
in other commodities’.^ A number of other passages could be 
quoted to show that Locke, in spite of occasional inconsistencies, 
held the view that changes in the amount of money were bound 
to affect prices. 

The greatest inconsistency in regard to the quantity theory 
occurs in Locke’s application of it to international prices. He 
had to reconcile his quantity theory with his mercantilist desire 
for an export surplus which would bring in treasure. Like Petty, 
he brought himself to say that any quantity of money might be 
enough to carry on the trade of a country; yet he emphasized 
even more than Petty had done that it was desirable that 
England should have more money than her trade rivals. His 
way out was ingenious. Because countries traded with one 
another, he said, the amounts of money they needed were no 
longer a matter of indifTcreiicc. The prices of all goods in terms 
of bullion must be the same in all countries. If, however, a 
country had less money than others its prices would be lower. 
It would, therefore, be forced to sell cheap and buy dear, a state 
of a flairs which all mercantilists dreaded. Locke is thus led by 
diflerent reasoning to a position not unlike that of Malynes, 
and one which had already been abandoned by Mun.^ 

But these mercantilist vagaries are unimportant compared 
with the chief use which Locke made of the quantity theory of 
money. On the problem of interest his position was clear. He 
avoided the errors of Cliild and Culpepper and regarded interest 

’ J. Locke, Some Considerations of the Conscfjuoues of the Lowering of Interest 
and Raising the Value of Money (1692), p. 48 and passim. 

^ ibid., p. 44. 3 ibid., p. 70. 
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as a consequence, and not as a cause, of the amount of money 
seeking employment. North expressed this view more clearly still. 
The rate of interest, he said, would fall if there were more lenders 
than borrowers. A low rate of interest did not make trade; on 
the contrary, with an increase in trade the volume of money 
(stock) would increase and the rate of interest would fall.^ He 
went even farther and adopted Mun’s view of the distribution 
of the precious metals through international trade. Whatever 
the amount of money brought from foreign countries! or mined 
at home, anything in excess of the requirements of trade was 
nothing more than an ordinary commodity to be treated as 
such. This view shows again North’s freedom from metcantilist 
superstition. 

The importance of Locke and North lies in the social and 
politiCfd significance of their attitude towards rent and interest. 
Their economic theories were not the result of a deliberate 
attack upon the landed interests (this was not as yet an import- 
ant issue); l)ut taken in conjunction with Locke’s whole political 
philosophy they show a change in outlook which was to have 
great significance later. Although the produce from land was 
regarded as the only form in which a surplus could appear, 
and although interest was, analytically, derived from rent, the 
conclusions were unfavourable to the landowners. Their net 
effect was to undermine still farther the claim to special status 
made by landed property and to help in the creation of private 
property per se as an institution of capitalism. Moreover, 
the attack upon the limitation of the rate of interest was to the 
disadvantage of the landowners to whom a low rate of interest 
meant a high rate of capitalization of their rents, i.e. high land 
values. We shall shortly find a similar development, though in 
a somewhat different form, in the work of the physiocrats. 

Of the remaining writers John I.aw is more famous as a busi- 
ness man than as an economist. But he made one contribution to 
the theory of money which deserves mention, because it contains 
the beginnings of an idea which was to be developed by certain 
monetary theorists. Law did not, as has sometimes been sup- 
posed, believe that paper money was equivalent to metallic 
money. He did, however, share the mercantilist belief that 
money possessed an active power and that a good supply of 
^ D. North, Discourses upon Trade^ p. 4 
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it was necessary in order to create employment. His main 
contribution to mercantilist thought was to deprecate reliance 
on an export surplus (created by import prohibitions) for 
obtaining a good supply of money. In its place, he suggested the 
issue of paper money, a proposal which was often, though less 
consistently, made at the time and which Law was able to put 
into practice with disastrous results.^ As a good mercantilist he 
desired the state to have a stock of treasure, and he hoped that 
his notes would take the place of metallic money in the transac- 
tions of the pul^lic and that bullion would then accumulate in 
the state’s treasury. The inflation in which his policy resulted 
was one of the severest of modern times; and it caused, together 
with Law’s own ruin, the destruction of many speculative 
industrial ventures. It was l^aw’s fortuitous merit that he con- 
tributed to the creation of those conditions which inspired physio- 
cratic thought. For tlic only sort of property which appeared 
to have remained intact during the post-inflationary slump was 
land. This fact, together with the subsequent increase and 
improvement of agricultural enterprise, explains much of the 
trend of thought of the French economists of the eighteenth 
century. 

Law has also been claimed as the fnindcr of a subjective 
theory of value, with special reference to the value of money. “ 
He definitely rejected the idea that money had an imaginary 
value. Nothing had any value, he argued, except for the use to 
\vhi('h one ])ut it. T he same was true of the money commodity, 
cv(m in relation to its monetary uses. The service which it 
rendered as money was no different from its other services or 
from the service of any other commodity.^ With this theory Law 
becomes a forerunner of the Austrian school. 

Although David Hume’s fame rests mainly on his work as a 
philosopher, he is also well-known by his work in economic 
theory. In recent years the tendency has even arisen to regard 
him as the most important of the pre-Smithian economists. But 
this view appears somewhat over-generous. In his Political Dis- 
courses (1752), he included a number of economic essays of which 

^ Gf. E. F. Heckscher, Mercantilism, vol. ii, pp. 234-6. 

^ L. Miscs, ‘Die Slellung des Geldes im Kreise der wirtschaftlichen Giiter’ 
in Wutschaflstheorie der Ges^enwart, vol. ii (1932), p. 310. 

^ J. Law, ‘ C’.onsideralions sur le numeraire et le commerce * in Isconomistes 
financiers du XVIIIihne siklc (cd. Dairc, 1851), pp. 447 sqq. 
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Of Money, Of Interest, Of Commerce, and Of the Balance of Trade are 
the most important. They are all clearly written and often con- 
tain an excellent summary and synthesis of the ideas of his 
predecessors. In that respect, however, Cantillon’s Essai sur 
la nature du commerce en general, published in 1755, but written 
probably over twenty years previously, is superior. 

As an original thinker in the economic field Hume cannot be 
regarded as highly as in the field of philosophy. Sometimes he 
repeated mercantilist errors which had already been discarded 
and which certainly did not reappear in Adam Smith. His 
praise of the merchants as ‘one of the most useful rac^s of merf 
and as the motive force of production sounds strange , after the 
writings of Petty, Locke and North.^ Occasionally he praised the 
uses of money in stimulating trade and urged the desirability of 
treasure. Yet he adoptcxl and emphasized Locke’s view that 
money was only a symbol and that the amount which a nation 
possessed was of' no importance. On the quantity theory of 
money he based the belief that the balance of trade argument 
was wrong, because the movements of specie would afi'ect prices 
and therefoie merchandise trade. The balance of trade of a 
country could not be permanently favourable or unfavourable. 
In the long run a balanc e would be established in accordance 
with the relative economic conditions of the countries con- 
cerned. Hume therefore ranged himself on the side of the free- 
traders; but his advocacy of free trade was no stronger than 
that of North. ^ 

Hume’s most interesting contributions to economic thought 
relate to money, prices, and interest. He revealed in his views 
a mixture of arguments that both supported and opposed 
Locke. In his theory of money and in the view that prices were 
determined by the amount of money, he followed and was even 
more consistent than Locke ; in the theory of interest, on the 
other hand, he opposed him in certain respects. Like Locke, he 
regarded the value of money as fictitious only. Money repre- 

^ D. Hume, ‘ Political Discourses ’ in Essays, Moral, Political, and Literary 
(ed. T. H. Green and T. H. Grose, 1875), vol. i, p. 324. 

^ Marx claims that Hume’s statements on all these points were only 
repeating the views expressed earlier by Vandcrlint in Money answer all 
things {Anti-Diihring, p. 254). I have not been able to check this 

assertion which Marx uses to disparage Hume; but it seems, in any case, 
irrelevant to an assessment of Hume. 
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sented commodities, and its value in the process of exchange was 
determined by the relation between its quantity and the quantity 
of goods for which it was to exchange. It followed that changes 
in the volume of circulating money would affect the prices of 
goods. Hume had in mind the great changes in prices caused by 
the increased output of precious metals from the newly dis- 
covered American mines. But he drew no distinction between 
changes in the value of the money commodity itself and changes 
in the exchange relationship between money and goods caused 
by an increased volume of circulating money. His view of 
money led him to believe that the prices of commodities would 
always be proportioned to the quantity of money. The absolute 
quantity of the latter did not therefore matter: a point which he 
demonstrated in a celebrated illustration.^ 

Nevertheless, he thought that changes in the quantity of 
money were of importance, since they could alter the habits of 
people. Prices might not change if the changes in the amount 
of money were accompanied by alterations in habits which 
affected the volume of trade and the demand for money. 
If, however, these rose following an increase in money, there 
would be beneficial effects because industry would be stimu- 
lated. On this point Hume’s analysis was particularly lucid. In 
tracing the path which an increased amount of money would 
travel and the gradual manner in which it would affect prices, 
hcdcvcloped a theory which was later used by many economists. 

Increases in the quantity of money were only beneficial owing 
to the time-lag with which their effects appeared. ‘It is only in 
this interval or intermediate situation, between the acciuisition 
of money and rise of prices, that the increasing quantity of gold 
and silver is favourable to industry.’ Prices of different goods 
are affected in turn and the increase of money will ‘quicken the 
diligence of every individual, before it cncrease the price of 
labour’, 2 In other words, Hume described what Keynes later 
called a profit inflation^ which was taking place at the expense of 
labour. 

In his essay Of Interest Hume began by stating the well- 
accepted doctrine that a low rate of interest was the surest sign 

^ p. Hume, ‘Political Discourses’, Essays ^ Moral y Politicaly and Literary y 
vol. i, p, 333. 

Mbid., pp. 313-J4. 
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of the flourishing state of a country’s trade. But having paid his 
respect to the doctrine of Culpepper and Child, he went on to 
show, as Petty, Locke, and North had done, that a low rate of 
interest was not a cause but an effect. Fie joined them, therefore, 
in opposing state regulation of interest. But he went farther than 
Locke by rejecting the view that a low rate of interest was the 
result of an abundance of money, although he admitted that 
both occurred together. Among the factors which determined 
the rate of interest he distinguished first of all, as North had 
already done, the supply and demand of borrowers and lenders. 
A high rate of interest would, he thought, be caused by ‘a great 
demand for borrowing ’ and ‘ little riches to supply that demand 
Both these were in their turn the results of a small amount of 
industry and commerce. Following North’s view of the profit- 
creating quality of capital, Hume added a third determinant of 
the rate of interest: the profits arising from commerce. Profits 
and interest he regarded as interdependent. ‘The low profits of 
merchandise induce the merchants to accept more willingly of 
a low interest.’ On the other hand, ‘no man will accept at low 
profits, where he can have high interest’; and low profits and 
low interest were both tiic result of great commerce. 

Although he repeated that land was the source of all useful 
things, Hume showed that he had little love for the landed 
interest. He pointed out that landowners who received incomes 
without any exertion of their own were inclined to be extrava- 
gant; and that they would diminish rather than increase the 
amount of available capital, thus helping to raise the rate of 
interest. The commercial classes, on the other hand, were con- 
stantly working in the interest of the nation by creating both an 
abundance of capital and low profits. ‘Among merchants, there 
is the same overplus of misers above prodigals, as, among the 
possessors of the land, there is the contrary.’ For his lucrative 
employment will give the merchant a passion for gain and he 
will know ‘no such pleasure as that of seeing the daily encreasc 
of his fortune’. Commerce, then, creates frugality, helps 
accumulation and increases the number of lenders. At the same 
time a highly developed commerce produces competition : 
‘There must arise rivalships among the merchants’; and this 
diminishes profits and consequently interest.^ 

1 D. Hume, ‘ Political Discourses Essays, Moral, Political, and Literary. 
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Whatever his merits as an original thinker, Hume’s place as 
one of the foremost exponents of the new economy is clearly 
established. His views on the landed interest and his recog- 
nition of self-interest and the desire for accumulation as the 
driving forces of economic activity in his time helped to con- 
solidate the forces that were on the point of achieving economic 
supremacy and had already gained much political power. 


Cantillon; Steiiart 

Richard Cantillon’s Essai sur la nature du commerce en general 
(1755)^ is the most systematic statement of economic principles, 
b(‘fore the Wealth of Nations, Since its rediscovery by Jevons over 
fifty years ago its prestige has steadily risen until there is now a 
danger that the justifiable pride of his foster-parents may have 
given Cantillon too high rather than too low a place in the 
history of economic theory. It must be emphasized, however 
that Cantillon was not only responsible for a lucidly written 
and well-planned treatise, and for elegant reformulations of 
ideas already in existence, but that he also made some original 
contributions on individual points of economic analysis. 

^Ihc Essai begins with a definition of land as the source of 
wealth, labour as the power which produces it, and all material 
goods as its constituents. It goes on to discuss the economic struc- 
ture, wages, value, population, and money. The second part of 
the book is taken up mainly with problems of money, exchange, 
and interest; and the third part deals with foreign trade, the 
mechanism of the foreign exchanges, banking, and credit. It is 
in the last two parts that Cantillon excels in original analysis 
and description. For it is here that he is able to combine his 
insight into economic principles with his own commercial 

vol i, pp. 320 -30. Many of Hume’s views on interest are also to be found 
in an anonymous publication, An Essay on the governing causes of the natural rate 
of interest; wherein the sentiments of Sir William Petty and Mr. Locke on that head are 
considered^ which appeared in 1750, two years before Hume’s essays. Marx 
attributes it to one ]. Massie, without, however, giving any documenta- 
tion. Karl Marx, Theorien iiber den Mehrwert^ vol. i, pp. 23 sqq, 

^ An excellent reprint edited by H. Higgs and containing an English 
translation and articles on Cantillon and his work was published by the 
Royal Economic Society in 1931. All subsequent notes on Cantillon refer to 
this edition. 
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experience and to write sentences which can take their place 
with any modern work on those subjects.^He has none of the 
difficulties about the mechanism of foreign payments which had 
troubled Locke. If a state, he says, has an export surplus for any 
considerable time and is drawing specie from other countries, 
‘the circulation will become more considerable there . . . money 
will be more plentiful there, and consequently Land and Labour 
will gradually become dearer there This will at once redress 
the balance of trade. i 

^Tht analysis of the effects of an increase in the circulating 
medium is even better worked out than in Hume. Assuming an 
increased gold output from the mines, Cantillon is able to show 
how the benefits of the increased purchasing power that has 
become available are distributed. The owners, smelters, refiners, 
and other workers will be the first to be able to increase their 
demand for food, clothes, and manufactured goods. The sup- 
pliers of these commodities will in their turn be able to increase 
their expenses. But the share of commodities that goes to other 
people in the state must of necessity be diminished, because they 
do not participate at first in the wealth of the mines. The path 
of rising prices and the ensuing changes in the distribution of 
wealth are then carefully traced; and even international effects 
are not ignored. Altogether, this argument remains an excellent 
demonstration of an important aspect of monetary theory.^ 
Cantillon was also aware that the effects of an increase of the 
money commodity and those of paper money were only appa- 
rently the same. Ultimately an abundance of ‘fictitious’ 
money would vanish ‘at the first gust of discredit’ and would 
precipitate disorder.*^ 

’ On the question of foreign exchanges, too, Cantillon was able 
to express clearly the principles which underlie economic 
practice. He showed better than any previous writer the rela- 
tion between merchandise trade, speculation and specie move- 
ments; and he showed also their interaction with exchange rates 
and price-levels in the mechanism of international payments. 
Particularly lucid was the explanation of the causes which raise 
or lower the exchange from parity and the way in which such 
movements can be foreseen and discounted.^ 

^ R. Cantillon, Essat sur la nature du commerce en giniral^ pp. 157-9. 

* ibid., pp. 163-7. * ibid., p. 311 * ibid., pp. 257-9. 
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^he central questions of value, wages, and price are contained 
in part one of Cantillon’s Essai, His treatment of these is not 
always strikingly new. He owes more to his predecessors, and he 
gets less far ahead of them than he does in other matters. In par- 
ticular, the analysis of value lacks some consistency; though it is 
perhaps for that very reason that Gantillon may be taken as one of 
the early representatives of the eclecticism which became a char- 
acteristic of English economic thought. His theory of value is in 
origin a labour theory but it is transformed into a cost-of- 
production theory and it also contains some admixture of a 
supply and demand theory. The first strand of thought is 
derived largely from Petty, the second from Locke. 

We have seen that Gantillon repeats in different words 
Petty’s theory of the origin of wealth. In chapter x of the Essai 
he goes on to develop a theory which is summarized in the 
title of that chapter. ‘The Price and Intrinsic Value of a 
Thing in general is the measure of the Land and Labour which 
enter into its Production.’^ The meaning of the subsequent 
analysis amounts to this: if two goods are produced by the same 
amount of land and labour of the same quality, they will have 
equal value. But the proportion in which land and labour will 
determine the value of particular goods will vary. In some cases 
— a watch-spring, for example — ‘Labour makes up nearly all 
the value’. In others — for example, the price of ‘a Wood which 
it is proposed to cut down’ — land is the chief determinant.^ 
besides making cost of production (wages of labour plus cost 
of material) determine value, Gantillon also distinguishes between 
the intrinsic value and the fluctuating price at which goods are 
sold in the market. A rich man who has spent much money on 
beautifying his estate will not necessarily get its intrinsic value 
when he comes to sell it. Nor will farmers get the expense of the 
land and labour which have entered into the production of corn 
if they have produced more than is necessary for consumption. 
The ensuing excess of supply over demand will depress the 
market price below the intrinsic value. Intrinsic values never 
alter. But because it is impossible always to apportion produc- 
tion among the different commodities in perfect harmony with 
consumption, variations in market prices will occur. 

^ R. Gantillon, Essai sur la nature du commerce en gmeral^ p. 27. 

* ibid., p. 29. 
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4^The supply and demand forces are again mentioned in con- 
nection with the problem of money. Cantillon agrees with 
Locke’s quantity theory, but corrects it by pointing out that 
commodities destined for export must be excluded when the 
mass of commodities is compared with the volume of cir- 
culating money. He does, however, disagree with Locke’s view 
of the value of money. Like Law, he rejects the definition which 
gives money an imaginary value. It is true, he said, that common 
consent has given gold and silver value; but so it has to every- 
thing which cannot be regarded as an absolute necessi'^y of life. 
The precious metals have a value which is determined i^j exactly 
the same way as that of any other commodity, namely, by the 
land and labour which enter into their production.^ 

Cantillon develops this point at some length. He gives a theory 
of the value of money, and of money’s function as a measure of 
value, which is based on the labour theory of value. ‘The intrin- 
sic Value of Metals’, he said, fis like everything else proportion- 
able to the Land and Labour that enters into their production’, 
though their market value, like that of other goods, might vary 
according to supply and demand.- As for acting as a measure of 
value, money ‘must correspond in fact and leality in terms of 
Land and Labour to the articles exchanged for it’.*^ 

^Like Petty, Cantillon was troubled by his dual source of value* 
and he proceeded to inquire, in chapter xi, whether ‘some rela- 
tion might l)e found between the value of Labour and that of 
the produce of the Land ’. ^ This inquiry into the Par, an expres- 
sion taken from Petty, resolves itself into a discussion on wages 
which leads to results somewhat similar to those of Petty. Tlic 
clue to the Par is to be found in the amount of subsistence required 
to produce a given amount of labour. From that, the amount of 
land which has to be allotted to this purpose can be deduced, 
And an equivalence between land and labour is thus estab- 
lished. Cantillon uses a number of examples covering slaves, 
serfs, craftsmen, and others; and he concludes that the intrinsic 
value of labour is found in the amount of land needed to support 
the labourers’ sustenance plus an equal amount for the rearing 
of two children up to the age at which they can work. Cantillon 
speaks of two children, since he accc]:)ts Halley’s calculations that 

^ R. Cantillon, Essai sur la nature du commeice en ^meral, p. 1 13. 

^ ibid., p. 97. ' ibid., p. ii i. ^ pp. 31 sqq. 
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half the children that arc born die before the age of seventeen. 

Cantillon’s argument in tliis chapter is as clear as any for- 
mulations of the classical theory of wages. It possesses also the 
distinction of having been quoted by Adam Smith. ^ To complete 
Cantillon’s theory of wages it is necessary to add that lie antici- 
pated much of Smith’s reasoning on the difference of wages in 
different occupations.^ Finally, he can be said to have antici- 
pated ideas on population which were made famous by Mai thus. Ji) 

The last of this series of immediate forerunners of Adam 
Smith is Sir James Stcuart. Although he is the most voluminous 
writer of them all, he adds comparatively little to the body of 
doctrine. In some respects he represents a step back to the 
mercantilists, though in others, notably in the theory of money, 
he is ill advance of Hume. Steuart’s main work, his Principles of 
Political Economy, published in 1767, bears a title which has 
become the standard one for ('omprehensive treatises, although 
Sleuart was not the first to use the term 'political economy’. 
It is not, how^ever, a comprehensive work and it falls far below 
( hiiitillon’s Essai as a systematic exposition of the subject. 

The mercantilist remnants in Steuart’s thought concern 
mainly the origin of profit, or the surplus. Steuart still spoke of 
a profit which arises in exchange, i.e. when a commodity is sold 
above its value. But he went further and admitted that such 
profit did not really create new wealth. H(^ distinguished, there- 
fore, between yiositive profit and relative profit. The latter 
represented only 'a vibration of the balance of wealth betw^een 
parties'; it did not add to the existing volume of stock. Positive 
profit, on the other hand, did not cause any one any loss; it 
arose from a general increase in labour, industry, and skill, and 
it added to the public good.^ 

Fie carried a similar distinction into his explanation of value. 
Developing a cost-of-productiou theory of value, he distinguished 
between the real value of commodities and the profit upon 
alienation obtained in their sale. Real value was determined by 
three factors : first, the amount of it which a workman could on 

^ Adam Smith, Wealth of Nations, ed. W. R. Scott (1925), vol. i, p. 69. 

^ R. Gantillon, Essai sur la nature du commerce en general, pp. 19-21. 

^ ibid., pp. 67 and 83. 

^ The Works ^ Political, Metaphysical, md Chronological of the late Sir James 
Steuart (edited by his son, Sir James Steuart, 6 volumes, 1803), vol. i, 
pp. 275--6. 
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an average produce in a given period of time ; secondly, by ‘ the 
value of the workman’s subsistence and necessary expense, both 
for supplying his personal wants, and providing the instruments 
belonging to his profession’; and thirdly, by the 'value of the 
materials, that is the first matter employed by the workman’. 
Given these three amounts, the real value of a good is deter- 
mined. Anything above tins is the profit of the manufacturer 
and depends on the conditions of supply and demand.^ The 
significance of this analysis is twofold. In the first place it 
makes the manufacturer’s profit arise only in exchange and 
thus represents a consistent application of the mercantilist theory 
of the surplus. In the second place, it leads Steuart to develop a 
supply and demand theory of price which was very elaborate 
for his time. 

This theory^ can be summarized as follows. Prices are in 
equilibrium when demand and work balance. (Steuart’s own 
theory of real value shows that he thought of the harmony 
between market prices and intrinsic value in the same terms as 
Cantillon.) This balance may be disturbed and the price will 
vary. Steuart enumerated some of the factors which would 
cause discrepancies between supply and demand, among which 
the purchasing power of the buyers and the degree of com- 
petition were the most important. He explained the mechanism 
of ‘double competition’ which would be brought into play 
by discrepancies between work and demand. If demand was 
sower than supply, sellers’ competition would reduce the price, 
destroy profits, and even cause losses. If demand exceeded 
supply, buyers’ competition would raise prices and profits. In 
the case of merchants engaged in regular trade this mechanism 
would work sufficiently well to make real value effective, and 
only variations in profits would occur. But bigger changes must 
not be allowed to affect equilibrium ; in these, as in many other 
cases, Steuart was a firm believer in the desirability and efficacy 
of state intervention. 

Steuart also tended to mercantilist views in the theory of 
money, and his statements on the value of money and the balance 
of payments are often obscure and contradictory. He was never- 
theless able to correct a number of errors in the analysis of Locke 
and Hume. In particular, he avoided their mechanical juxta- 

^ Works of Sir James Steuart^ pp.;244~6. * ibid., p. 289. 
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position of the mass of commodities and the quantity of money 
in circulation. He took up the view, which had been expressed 
before by Petty, that the circulation of a country could only 
absorb a definite quantity of money. Money, he thought, was 
needed within a country for two purposes: to pay the debts one 
owed and to buy the things one needed. The state of trade and 
manufacture and the habits of the people determined the 
demand for money; this a given quantity could satisfy. 
Following North, he said that any metal over and above that 
required for monetary purposes would be hoarded or converted 
into plate. Should, on the other hand, the amount of gold and 
silver be insufficient to sustain a country’s circulation the 
difference would be made up by symbolical money J The result 
is that ‘whatsoever be the quantity of money in a nation, in 
correspondence with the rest of the world, there never can 
remain, in circulation, but the quantity nearly proportional to 
the consumption of the rich and to the labour and industry of 
the poor inhabitants 

To give a true picture of Steuart’s position it is necessary to 
add a few words about his views on the wider issues of economics. 
Steuart’s attitude to the economic process was old-fashioned and 
somewhat reactionary. His work breathes little of that air of 
unbridled self-interest and freedom of trade that was common 
at the time. But it is perhaps because of this attitude that 
Stcuart was able to give an interesting account of the develop- 
ment of capitalism. He began with the origin of society (this 
incidentally led him to an anticipation of the Malthusian theory 
of population somewhat similar to that of Cantillon) and traced 
its structure through changes in methods of production and 
relations of classes. He stressed the fact that labour was the only 
source of an increase in the supply of the means of subsistence 
and developed the concept of an agricultural surplus, the divi- 
sion of classes and rise of industry. Finally, he brought out clearly 
the difference between particular forms of labour which created 
specific use-values, and labour as a social abstraction which 
created exchange-value. He called industry that form of 
labour which by alienation created a universal equivalent.® 

' Works of Sir James Steuart, pp. 165-6. * ibid., pp. 403-8. 

® ibid.. Book I, passim. 
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The Physiocrats 

The body of economic theory to which the name ' physiocracy’ 
is given developed in France in the eighteenth century. Although 
based on different experience and put in a different form, its 
effects on the development of economic thought were very 
similar to those of the English economists discussed above. The 
two contributions are united into a single system in Adam 
Smith. With the physiocrats we enter the era of sctools and 
systems in economic tliought; and it is not surprising to find 
tliat they have been the subject of a great many studies. It is 
unlikely that an inquirer will to-day be able to discover any 
hitherto neglected aspects of their teaching, or to add anything 
of importance to what has already been said about individual 
points in their system. What remains is to give a brief summary 
of that system and to assess its significance. 

There has been some misunderstanding about the essential 
qualities of physiocratic thought. Adam Smith criticized their 
emphasis on agriculture and to this day the merits of the physio- 
crats are often depreciated by the same criticism. Again, the 
relation between the general political philosopliy of Quesnay 
and Turgot and their specifically economic ideas is often wrongly 
stated. The belief in the natural order, which was the charac- 
teristic of their pliilosophy, is either left unconnected with their 
analysis of the production and circulation of wealth; or it is 
regarded as the underlying principle on which their economic 
doctrines were built. Only recently has it been suggested that 
physiocracy was a rationalization of certain specific political 
aims;^ and whatever truth there may be in psychological or 
sociological explanations of this kind, it certainly appears that 
the political philosophy of the physiocrats was a logical develop- 
ment of their economic ideas. 

The physiocrats share with the more advanced pre-classical 
English economists, such as Petty and Cantillon, the merit of hav- 
ing finally discarded the mercantilist belief that wealth and its 

^ Norman J. Ware, ^ The Physiocrats; A Study in Economic Rationalisa- 
tion’ in American Economic Review^ vol. xxi, pp. 607-19. See also an earlier 
analysis of the social implications of physiocracy by Marx, Theorien iiber 
deb Mehrwert, vol. i, pp. 33-49. 
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increase were due to exchange. They transferred to the sphere 
of production the power of creating wealth and the surplus 
which might be available for accumulation. The central point in 
their analysis was the search for this surplus, the celebrated 
produit net. Having discovered its origin in a manner which was 
an advance on the English mercantilists, they went on to add, in 
Quesnay’s ‘Tableau oeconomique’, an analysis of its circulation 
among the different classes of society. 

The starting-point is a division of labour into two classes, that 
which is productive and that which is sterile. The former con- 
sists only of labour which is capable of creating a surplus, i.e. 
something over and above the wealth which it consumes in order 
to be capable of producing. All other labour is sterile. This divi- 
sion is to be found in the whole classical system; and the defini- 
tion of what did and what did not constitute productive labour 
was one of the most important subjects discussed by Smith and 
Ricardo. I'lic physiocrats tried to discover the actual form 
of productive labour. They had no clear idea of tlie distinction 
between use-value and exchange-value; and they thought of the 
surplus entirely in terms of diflcrences between use-values which 
had been consumed and those which had been produced. 
The produit net was not a surplus of social wealth in the a))stract 
(exchange-value), but of concrete material wealth of useful 
goods. It was this technological approach which led the physio- 
crats to single out one particular branch ol' production as the 
only really productive one. 

The difference between goods produced and goods consumed 
is most easily seen in agriculture. Here, the amount of food 
consumed by the labourer plus what is used as seed is on the 
average less than the amount of produce raised from the 
ground. It is the simplest and most obvious form of surplus. 
Smith and Ricardo were able to show the appearance of a 
surplus in industry as well. But there the process was com- 
plicated by exchange, and therefore by the problem of 
exchange-value. The physiocrats concentrated on agriculture 
and thus were able to ignore the problem of exchange-value 
altogether. 

By adopting this approach, the physiocrats did not achieve 
as penetrating an analysis of the conditions which made 
the creation of a surplus possible as they otherwise might have 
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done. Clearly, a surplus product appears only at a certain stage 
of man's development, i.e. when human beings can wrest from 
nature something more than their bare subsistence. But 
whereas Steuart had proceeded to show not only the origin 
of an agricultural surplus but also the development on the 
basis of it of industry, the physiocrats did not go so far. 
They realized that the number of those engaged in industry 
and trade depended ultimately on the amount of subsistence 
which those who worked on the land could raise above their 
own requirements. In other words, they understood\ that that 
degree of productivity of labour which made a surplup possible 
made its first appearance in agriculture. But because tlicy did 
not go beyond agriculture they regarded this surplus as a gift, 
attributable not to the productivity of labour but to the pro- 
ductivity of nature. 

However, this very limitation implies an advance. It shows 
the physiocrats as the first school of economic thinkers to 
employ consistently the scientific methods of isolation and 
abstraction; though they themselves were unconscious of this 
contribution which they were making to the methods of econo- 
mic analysis. And as we shall sec, they managed to surpass their 
own limitations in their discussion of the process of circulation. 
On the basis which they laid, later economists were able (o 
build, notably Srnitli and Ricardo, who could use ('onsciously, 
as an analytical tool, what in the hands of the physiocrats had 
been the whole content of the discussion. 

iThe analysis of the circulation of the produit net between the 
diflercnt classes of society forms the most sjiectacular part of 
physiocratic doctrine. The attempt to show the whole process 
of circulation in the simplified form of a table is one of the 
earliest examples of the rigorous application of scientific method 
to economic phenomena. The genius which inspired Quesnay’s 
‘Tableau oeconomique’ (first printed in 1758 and discussed and 
popularized by a great number of other economists) was at 
once recognized by the more discriminating thinkers of the 
time. It was regarded by many as the most penetrating piece 
of economic thinking to date; and Mirabeau the elder went even 
so far as to class it with the invention of writing and of money as 
one of the most important discoveries of the human mind. The 
‘ Tableau’ has often been misunderstood and is still sometimes 
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regarded as nothing but a literary curiosity.^ But, given the 
basis of the physiocratic system and the method of abstraction 
which Quesnay employed, it is perfectly simple and logical. 

The ‘Tableau’ is based on the existence of a certain social 
structure, the implications of which we shall discuss later. The 
land is owned by landlords, but cultivated by tenant farmers, 
who thus become the really productive class The produil net 
which they create has to serve not only for the satisfaction of 
dicir own needs above their subsistence, but also for the needs 
of the proprietors of the land (including the king, the Church, 
ihe public servants, and all others who arc de])cndcnt upon the 
income of the landowners), and for those oJ'the sterile class (the 
artisans, merchants, etc.). The ‘Tableau’ sets out to show two 
things: fir t, how the produit net circulates between the three 
classes; and, secondly, how it is reproduced eacli year. The 
‘Tableau’ ignores circulation within each class and it assumes 
(onstant prices and re]m)duction each year of the produit net. 

A very simplified account of the analysis in Qiiesnay’s 
‘Tableau’ would be as follows: we start with an annual gross 
[)rotluct of five thousand million livres. Of this, two thousand 
Tuiilion arc at once deducted in kind as the necessary expenses 
of re])roduction (the farmer’s food, the seed, etc.). The produit^ 
mi is three thousand million, of which we assume two thousand 
million to consist of food and one thousand million of the raw 
materials of manufacture. In addition to this produit net in kind 
liie farmers also hold the total amount of the nation’s money, 
say two thousand million. How they have fibtained this, the 
subsequent development of the process of circulation will show, 
flic proprietors hold nothing, but have a claim upon die 
fanners for rent to th(‘ amount of two thousand million livres; 
while the sterile class possesses two thousand million livres’ 
worth of manufactured goods produced in the preceding y^eriod. 

^ A. Gray, The Development of Economic Doctrine^ p. lof). Gklc and Rist 
'^ive a good account of the doctrine. Interesting analyses of the ‘Tableau’ 
fan also be found in Marx, Tfu’orien iiher den Mehrwert, vol. i. pp. 85-1^25, 
and Engels, Anti-Duhring, pp. 263-70. It should, however, be noted that 
Marx’s knowledge of the physiocratic literature seems to have ])ccn very, 
limited. Indeed it is likely that he was only familiar with the first volume 
the Daire edition of the works of tne physiocrats and relied a good deal 
a second-hand source*, i.e. Blanqui’s Historic de Veconomic politique en Europe 
f or an interesting study of the various graphical presentations of 
the Tableau see R. Suaudeau, Lcs Reprisentatiom Eigurh\s des Physiocrates (1947)* 
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The farmers now pay the proprietors their two thousand 
million livres as rent. The proprietors buy one thousand million 
livres’ worth of food from the farmers, who thus receive back 
half the amount of money they had paid out. The proprietors 
then spend the second halfof their rental revenue on the purchase 
of manufactured goods from the sterile class, who spend the 
money thus received on buying food from the farmers. The 
farmers now spend one thousand million livres in buying manu- 
factured goods from the sterile class, who send the money back 
in return for raw materials. The process is now completed. The 
farmers arc left with two thousand million livres in money, 
which will serve to set the whole process going again in 'the next 
period. The food part of the prodiiit net has gone to the proprie- 
tors and to llie sterile class, the raw material part to the latter 
alone. The manufactured goods originally held by the sterile 
class have been divided among proprietors and farmers. 
And in return the sterile class has one thousand million livres’ 
worth of food and the same amount of raw materials, which 
combine to create for the next period manufactured goods to 
the value of two thousand million. 

Qiiesnay’s own ‘Analyse du Tableau oeconomique’^ (and 
even more so the above summary of it) is a very simplified 
account of the process of circulation and reproduction. But 
within its limits it is consistent and lucid. It never departs from 
its fundamental postulate, that agriculture alone can yield a 
surplus; and it shows how the surplus is distributed. Part of it 
(in the ‘Tableau’ it is the one thousand million livres which the 
farmers spend on manufactured goods) is kept by the farmers 
themselves. The other part goes to the proprietors and to the 
sterile class. The significance of the appropriation by the farmer 
we will discuss presently. As for the sterile class, they are given 
a share in the surplus product merely because they are servants 
of the producers and the proprietors. They cannot create any 
value themselves; they only transform the value created in agri- 
culture into manufactured goods, which are consumed in 
addition to the necessities of life. 

Although the ‘Tableau’ operates with sums of money and 
purchases and sales, it is not in effect concerned with the process 
of exchange. Its essence, behind the monetary form, is a circula- 

^ F. Quesnay, (Euvres &onomiques (ed, A. Oncken, 1888), pp. 305-78. 
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tion in kind; and its main concern is with the distribution and 
reproduction of the use-values of the produit net. The physiocrats 
started a train of thought which was a powerful stimulus to the 
development of a labour theory of value and surplus-value. 
They did not, however, develop such a theory of value them- 
selves. What attention they gave to the problem of exchange- 
value and price produced results of an altogether dilferent 
character. Thus although one of their contributions finds its 
continuation in Smith and Ricardo, and, in a distorted form, in 
Marx, the other leads to the supply-and-dcmand and utility 
theories of value. 

Quesnay himself, the founder of the school, did not treat the 
problem of value in a systematic way. He held a cost-of-produc- 
tion theory of price, as far as manufactured goods were con- 
cerned. We have already seen that he regarded manufacture as 
incapable of creating new values; it only added up existing 
values. When manufactured goods were exchanged, he said 
(consistently with his theory o^ the produit net), only ccjuivalcnts 
were exchanged. No profit (or surplus of value) could arise in 
exchange. The natural price of manufactured goods was 
explained by a number of other prices: those of the expenses 
[dipenses or frais) of the producers and of the merchants who 
brought them to market. At the same time competition among 
buyers and sellers would settle the right amount of expenses 
which producers could incur. Competition was a very impor- 
tant factor in the explanation of price; it settled a price which 
was independent of buyers and sellers. Although these were 
actuated by self-interest and were trying to buy cheap or sell 
dear, the interplay of their actions compelled them to sacrifice 
some of their interests. Neither could have their own way 
completely. ^ 

The role of competition was, however, developed entirely in 
relation to the subjective factors in the minds of buyers and 
sellers. The emphasis on the power of competition in deter- 
mining the price was designed to answer the problem which 
arose from a consideration of the estimates of buyers and sellers. 
Qiiesnay admitted that the valuations of individuals had some- 
thing to do with exchange. They provided the motive for 

^ F. Quesnay, ‘Dialogue sur les Travaux des Artisans’, (Euvres ^cono- 
miques, pp. 538 sqq. 
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cxcluiufie but did not in[luencc the terms on which exchange 
look place. These were settled by a sort of general estimate 
independent of the estimates of the individual parties. 

T'un^ol, who was tlic most mature, and politically the 
most iin]}ortanl, of the physiocrats, went even fartliei' in 
introducing a certain dualism into the theory of value and price. 
Me did not depart from the main physiocratic tenet that only 
labour in agriculture could create a surplus But in at least our 
of his writings he gave an important place to subjective elements 
in the determination of exchange value. ^ He made a list of the 
diflereiit factors which an individual took into account, in form- 
ing a judgment about a particular good. Its ability to .satisfy a 
want, the ease with winch it could be obtained, its scarcity, and 
other considerations wa)uld together form wdiat he called the 
raleur estinialive of a good. From this cxchange-valuc was derived. 
Turgot called it valeur appn'cialive and said that it was deter- 
mined by the average of the raleurs cs/ima/ms of the parties to the 
exchange. 

Turgot provided a somewhat tenuous link between this theory 
of cxctiange-value and the theory of' the function of labour. For 
he said that the individual would apjdy portions of his Jaixaii 
to obtain the goods he needed according to his valuation of 
them. On the othei hand, this evaluation was itself 'Ic eompie 
(pi’i! se rend a lui-merne dr hi portion dc sa jieine ct do son 
l(‘m])s, . . . qu’il pent emjiloyera la rccherchede I'objti evaliic’.*' 
This apjiears to be circular reasoning; but ir bears some n'sein- 
blancc to the i elation between subjective valuation aiul cost of 
production wdiich was to be developed by tlic subjectivist 
school in the theory of opportunity cost. The c.pjKuriit incon- 
sistencies in the explanation of value by the ])liysiocrats w^'cre 
due to the fact that, although they made labour the exclusive 
creator of the surplus (nature being its source), they ihouglu of 
vmIuc in this connection as use-value only\ Thus when th(‘y 
came to consider cxchajige they were forced to adoj>t a dilTereiit 
explanation. 

The thef)ry of exchange-value w^as, how^cver, not the most 
important part of the physiocratic system. It was from the 

1 A.-R.-J. Turgot, ‘ \'ak'ars et Monnaics ’ in tk Twgot (cci. M. E. 

Dairc, vol. i, p. 75 j-i/r/, 

* ibid., p. 83. 
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concept of the produit net that they drew both their political 
philosophy and their precepts for policy. Because agriculUirc 
was the only form of surplus, the mercantilist measures of 
Colbert, designed to foster industry, were useless. It was against 
these that the physiocrats raised tlieir battle-cry of /aisser faire, 
laisser passer. Industry created no values; it only transformed 
them. No regulation of this process of transformation could add 
anything to the wealth of the community. On the contrary, it 
waw only likely to make production more cumbersome and less 
('conomical. Intervention in every form was, therefore, to go. 
Similarly in the sphere of taxation, the most powerful instrument 
of stale intervention, industry and trade were to be freed from 
a!i ( on (ri bn (ions, d’he only branch of production on whi( h taxes 
('(add rightly be levied was that which created value — agricul- 
ture. 'fo tax industry was only to tax the land in a roundabout 
and therefore uneconomical way. A single tax on tlie land was 
(he financial maxim of physmcracy. 

Ihese views were embodied in an elaborate system to ^vhich 
many books were devoted. Qiiesnay himself wrote one of its 
pjincij)al expositiorw.^ Tlic chief concept of that system was (liat 
of the 'natural order’. Human society, according to the physio- 
crats, was ruled by natural laws which could never be altered 
by the positive laws of statecraft. These laws, established by a 
benevolent Providence for the good of mankind, were so clearly 
in evidence that it should require only a little reflection to 
recognize them. Quesnay seems to have thought that reflection 
would not be enough, for he advocated that the natural order 
should be taught, with the ‘Tableau^ forming presumably an 
important part of the instruction. The essential aspects of the 
fiatura! order were the right to enjoy the benefits of property, to 
exercise one’s labour, and to have such freedom as was consistent 
with the freedom of others to follow their self-interest. The 
natural order was an anticipation of utilitarianism at a time when 
the economic and political conditions were not yet ripe for it. 
It is this fact which explains the contradictions of the physio- 
cratic system itself and of the theoretical and practical conclu- 
sions that were drawn from it. There is an almost feudal air 
about the physiocratic attitude to land which is reinforced by 
tlieir j)assiona1e defence of landed property. Yet because land 
’ F. Quesnay, ‘Le Droit naturel’, (Euvres jSconomiques^ pp. 359-77* 
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was regarded as the only source of wealth, the practical conclu- 
sion was one which was against the landed interest — the single 
tax. This, together with the non-interventionist policy with 
which it was related, became a powerful help in the develop- 
ment of industry, although the physiocrats themselves never 
designed it for that purpose. 

Even on the question of property the analysis made by the 
physiocrats was capable of being turned against their own 
political beliefs. Many of their supporters saw in the physiocrats 
only defenders of feudalism. Their views on landed \ property 
and their frequent defence of an enlightened despotism^ 
endeared them to those who were fighting a rearguard action 
on behalf of feudalism. But when it came to the discussion of 
economic pi'oblems the physiocrats were already forced to look 
through capitalist glasses. For them the owner of the land had 
already become a capitalist who employed the labourer. 

Particularly in the writings of Turgot is this development 
made clear, and thereby the subsequent development of 
capitalist industry anticipated. He began with a consideration 
of the produit ?iet in its most primitive form.“ In a discussion 
which is very reminiscent of Stcuart he showed that the surplus 
created by the cultivator of the soil was the only fund from 
which the other members of society could draw their subsistence. 
Once he had produced a surplus the cultivator could realize it 
by buying the labour of others. Those employed in industry 
became stipendies of the cultivator. 

The time comes, Turgot went on to say, when the cultivateur- 
propriHaire ceases to be the only one concerned in the appropria- 
tion of the produit net. Proprietors are separated from cultivators 
when all the available land has passed into private hands. 
Those who own no land must become hired labourers either to 
the stipendies in industry or to the owners of the land. In the 
latter case the proprietors cease to cultivate their own land: the 
work is done for them by wage-labourers. The juxtaposition of 
capital and labour has now appeared in agricultural production 
and with it the problem of wages and profits. The wage of the 

’ e.g. F. Quesnay, ‘ Maximes g^nerales du gouvernement economique 
d*un royaume royale (Euvres &onomxques^ pp. 

® A.-R.-J, Turgot, ‘ Reflexions sur la Formation ct la Distribution des 
Richesscs’ (1766), Euvres de Turgot^ vol. i, pp. 9 sqq> 
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labourer, said Turgot, will be determined by the subsistence he 
needs (the strict necessaire which occurs in physiocratic writings). 
But the bounty of nature will return to him more than that; and 
the surplus will become the proprietor’s rent. It is out of this 
rent that accumulation takes place. Capital is created; and 
advances for the growth of industry and for the improvement of 
agriculture become habitual. 

The physiocrats themselves were innocent of any desire to use 
this kind of analysis for the purpose of attacking the landed in- 
terest. But the analysis was capable of being used in that way. 
The practical effect of their teaching, like that of their English 
contemporaries, was, thus, to help in the further removal of the 
oljstacles that stood in the w'ay of capitalist industry. In retro- 
spect the physiocrats must be given a high place among those 
who prepared the ground for the French Revolution. 
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The Classical System 

The Quality of Classicism 

The last quarter of the eighteenth century is full of events 
which seem to herald the founding of a new era in economic 
and political organization. In the field of production it witnesses 
the beginning of the Industrial Revolution, which was to open 
up vast possibilities of expansion to the recently established mode 
of industrial capitalism. The partnership of Matthew Boulton 
and James Watt, concluded in 1775, brought about a union 
between the captain of industry and the scientist which may be 
taken as symbolical of a new alliance. A year later the American 
Declaration of Independence brought to a close the exploitation 
of one of the most important colonial areas and withdrew a 
powerful prop from the old colonial system on which so much 
of mercantilist thought was built. In the same year was pub- 
lished An Inquiry into the Nature and Causes of the Wealth of Nations, 
by a Scottish philosopher turned economist, which was destined 
to become {\\c fons et origo of economics for subsequent genera- 
tions. And the fate of what remained of medieval society was 
sealed a few years later by the French Revolution. 

We have already seen that the beginning of this new era could 
be placed almost a hundred years earlier. Industrial capitalism is 
older than the Industrial Revolution; mercantilist policy begins 
to wane some time before the end of the eighteenth century; and 
at any rate in England, the most advanced capitalist country, 
the political structure had begun to change in accordance 
with the ideas of liberalism long before the French Revo- 
lution released its stimulus for the forces of liberalism every- 
where. Economic theory too had acquired a new content 
and new methods long before Adam Smith appeared on the 
scene to make it conscious of its own changing character. 
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Yet there is justification for the view that the fifty years around 
the turn of the century mark a profound social cliange. New 
forms of production, of social relations, of government and of 
soc ial thought, which in their struggles against the old had been 
slow and often hesitant, were now advancing triumphantly; and 
because of their spectacular ])rogress the carlici battles were 
(^asily forgotten. The reflections in the nailm ofideas ofcconomic 
:nid political changes show an even more striking difference than 
those changes themselves. Social thought becomes self-conscious; 
it sljows a more complete awareness than hithertorof the quality 
of the social order which was being erected before its eyes. It 
becomes capable of seeing the whole structure of that order and 
the complex interrelation ofits component parts. The individual 
social disciplines become integrated into a comprehensive social 
philosophy; and each one is itself systematized. Scattered frag- 
ments are collected, refined, and pieced together to make a body 
of doctrines possessing internal consistency. 

In the realm of economic thought this process is clearly in 
evidence. What the century had so far produced had been 
confused and haphazard. There had been brilliant anticipa- 
tions, such as North’s defence of free trade. There had even been 
treatises wdiicdi displayed a marked insight into the economic 
process, such as Cantillon’s Essai and Stcuart’s Principles. There 
liad been Tcity, whose genius had succeeded in stating the cen- 
tral profdem of value. And from the controversy on money and 
interest certain common views were arising. But in spite of all 
this the achievement was limited and much confusion remained. 
Petty’s pre-occupation was wdth public finance, and his other 
contril)iitions were hidden beneath a mass of less important 
material. Steuart’s title was a misnomer: he lacked the under- 
standing of the inner huvs of social processes. And even Cian- 
tillon’s E.ssai was hardly systematic enough to present to the 
world a colierent picture of the economic mechanism. 

It was the supreme achievement of Smith and Ricardo to 
bring order into the still chaotic state of economic inquiry. To 
this order the name of the classical system has been given. 
Different schools of thought among later economists have chosen 
this name for different reasons. Sometimes the term ' classical’ is 
applied to the doctrines of the system in order to describe the 
unquestioned and widespread authority which they possessed. 
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Sometimes it is used to add a special significance to the conse- 
quences in the realm of policy which flowed from these doctrines. 
Sometimes, again, the system is called classical in order to 
distinguish it from the critical schools (for example, the romantic) 
which developed after it and which to many economists signify 
a certain decadence. 

If we were to summarize the distinguishing characteristics of 
the economic analysis contained in the Wealth of Nations or in 
Ricardo’s Principles^ we should have to put first the insight 
which it reveals into the economic mechanism of modciy society. 
With extreme rigour the analysis lays bare the principles 
which underlie the working of the capitalist system, together 
with the historical development which produced it. To this 
Ricardo also added an attempt to discover the trend of the 
system’s future development. Its second claim to distinction lies 
in the fact that it was the first to recognize explicitly that social 
phenomena, including history, had laws of their own which 
could be discovered. It was this appreciation of an inner Gesetz- 
mdssigkeity as compelling in the individualist capitalist economy 
as had been the outward forms of regulation of feudalism, whicli 
gives to the work of Smith and Ricardo its scientific imprint. 
That they were limited, as later critics have pointed out, in their 
technical analysis and in their views about the validity of 
the particular laws they had discovered, docs not diminish the 
greatness of their achievement. They showed to subsequent 
economists the need for a unified principle of cxy^lanation of 
economic phenomena which related each to the others. Building 
on the foundation of the physiocrats, they tried to give a com- 
plete picture of the economic process — abstract, it is true, yet 
containing the essence of reality. And even though parts of the 
picture had to be redrawn, the pattern remained. 

It is not easy to define the chronological limits of the classical 
system. Provided that we bear in mind the spade-work of the 
earlier eighteenth-century economists in England and of the 
physiocrats in France, we can make its starting-point coincide 
with the work of Adam Smith. The determination of its end is 
more difficult. Indeed, some economists would claim that it 
never ended and that its tradition has lived on through the work 
of the leaders of modern economics. Nevertheless it seems unwise 
to ignore entirely the change that comes over economic thought 
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in England, the citadel of classicism, after the first two decades 
of the nineteenth century. It is true that the attempt made by 
Mai thus to destroy the foundations of the Ricardian system 
failed and that the chief tenets of classical political economy 
continued to enjoy considerable authority. Those that were 
easily popularized quickly passed into the public consciousness. 
In England, and to a less extent in other countries, the general 
conditions were extremely favourable to the reception and sur- 
vival of many of the classical ideas, and their influence on policy 
was for a time very great. 

In the field of thought, however, signs of change began to 
appear, and James Milfs Elements of Political Economy^ published 
in 1821, is the last expression of unquestioning faith in the 
Ricardian school. But already this work points to the impending 
dissolution of the system. After that, evidence of declining 
authority becomes more abundant. In England and in France 
economists reared in the classical tradition begin to be disturbed 
by real or imaginary contradictions in inherited doctrine and by 
some of its implications; and they begin to strike out on new 
paths. In both countries too, but especially in England, the 
influence of classical political economy makes itself felt in an 
unexpected quarter: the infant working-class movement; and, 
as a reaction, a powerful apologetic strain makes itself felt in 
the growth of an economic orthodoxy. Yet another new develop- 
ment, particularly striking in Germany, is a romantic reaction 
from classical teaching in which mercantilist theories show a 
sudden revival. For nearly half a century it is no longer possi- 
ble to speak of a single school of economic thought which 
commands universal authority. It is only with the advent of 
the marginal utility theory in the ’seventies that some unification 
takes place and that it becomes possible once again to regard 
one doctrine as the most generally accepted. But even then 
authority is no longer unquestioned, nor is it universal. Its 
hold is secure only over academic thought and its impact 
upon policy cannot be compared with that of the classical 
theory. 

The building up of the classical system was so much the work 
of two men that it seems best to concentrate entirely on their 
work in these pages. The only writer to be considered in this 
chapter besides Smith and Ricardo is Malthus, but only for 
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that part of Iiis work which entered into the classical tradi- 
tion. We shall meet Malthus again in the next chapter as an 
important critic of some of the vital conclusions of Ricardo. 

It may appear odd to make Smith and Ricardo jointly 
responsible for the founding of the classical school. When Smith 
published his chief economic work Ricardo was only four years 
old. It was forty-one years later (twenty-seven years after Smith’s 
death) that Ricardo himself published a comprehensive treatise. 
Again, while Smith started as a philosopher, Ricardo caiine to 
economic thought as a successful business man who later tiirncd 
politician. Although the definitive edition of Ric'ardo's \yorks 
which is now appearing runs to nine volumes, his c hief work is a 
slim book compared with Adam Smith’s bulky treatise. Nothing 
could be more difTcrent than their plans, methods, or styles. Yet 
with all these differences, their agreements are so fundamental 
that their names must for ever remain linked in the liistory of 
economic thought. 


Adam Smith 

The Sources. Adam Smitn was born in 172;-^, the son of a 
Scottish Judge Advocate and Comptroller of Customs. He was 
educated at the universities of Glasgow and Oxford and became 
professor first of logic and then of moral philosophy at Glasgow. 
After thirteen years of academic teaching he travelled for two 
years in France as tutor to the young Duke of Bucclcuch, from 
whom he afterwards received a substantial pension which 
enabled him to devote himself entirely to his writing. In 1778, 
however, he accepted an appointment as Commissioner of 
Customs, which he held for the remaining years of his life. He 
died in 1790. 

These chieffacts ofhis life may provide some explanation of his 
method of approach to economic inquiry. 'Adam Smith was the 
first academic economist;, and his career is not altogether dif- 
ferent from that of many economists of the last hundred and fifty 
years. From his time onwards most of the progress of economic 
thought is bound up with the work of academic teachers of the 
subject, many of whom had, like him, been philosophers. The 
academic influence on Adam Smith is seen in the much higher 
degree of systematic thinking which he was able to achieve as 
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compared with those who preceded him. A certain detachment 
from affairs (with a knowledge of them) would almost appear to 
have been necessary at that stage of development of economic 
thought in order to complete the transformation of the subject 
into a science. Nor is it surprising that it should have been a 
moral philosopher who effected that completion, for at that 
time this subject consisted to a very large extent of political 
philosophy, political science, and jurisprudence. And already 
in his first great work. The Theory of Moral Sentiments (1759), 
Adam Smith had indicated both some of his special interests in 
the problems of human conduct and the methods of treatment 
which were to distinguish his later work. It appears that some 
of his ideas on economic subjects were formed even before he 
was appointed to a chair at Glasgow.^ At any rate, it is evident 
from lecture notes which were edited by Caiman- that between 
1760 and 1764 his lectures on moral philosophy contained a 
great deal of economic material. And if it were not otherwise 
known, internal evidence would show that the Wealth of Nations 
took many years to complete. 

Adam Smith absorbed many influences during the twenty- 
five years or more in which his economic views were maturing. 
Although the Wealth of Nations contains few references to earlier 
writers and hardly any acknowledgment of inspiration received 
from others, it would be easy to show that none of its main 
features is original. The social philosophy which underlies it was 
widely held at the time, and Smith’s teacher, Francis Hutcheson, 
was one of its chief exponents. It was from him that Adam Smith 
derived his faith in the natural order. The naturalist school of 
philosophy to which he belonged had had an unbroken tradition 
from the later Greek Stoics and Epicureans onwards. It reap- 
peared in the works of Roman Stoics like Cicero, Seneca, and 
Epictetus, received an enormous stimulus in the Renaissance 
and Reformation, showed itself again in a modified form in 
Bacon, Hobbes, and Locke, and came to full flower in the 
writings of Smith, the physiocrats, and the later radicals. 

In spite of their sharp distinctions, these schools can be 
regarded as representative of a single trend of thought. Its 

^ Dugald Stewart, Biographical Memoir of Adam Smith (1811), pp. 90-101. 

^ Adam Smith, Lectures on lustice^ Police^ Revenue and Arms (ed. E. Cannan, 
1896). 
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essence is a reliance on what is natural as against what is 
contrived. It implies a belief in the existence of an inherent 
natural order (however that may be defined) which is superior 
to any order artificially created by mankind. It claims that all 
that wise social organization need do is to act as nearly as possible 
in harmony with the dictates of the natural order. At different 
times this involved different action; and the policies urged by 
the protagonists at different stages appear contradictory in 
retrospect. Their common characteristic, however, iis the 
principle from which they claim authority: the superiority of 
natural over man-made law. We have already seen in the 'works 
of the physiocrats in what particular direction the philosophy of 
natural law was tending at the end of the eighteenth century. 
We shall find a similar trend in Adam Smith. ^ 

The influence of physiocratic economic doctrine on Smith is 
more difficult to establish. He was certainly acquainted both 
with the writings of the school and with many of its leaders. The 
Wealth of Nations has references to at least two eminent physio- 
crats, Quesnay and Mcrcier de la Riviere, and the final chapter 
of the fourth book is devoted to a critique of physiocracy. More- 
over, in spite of his own belief to the contrary. Smith held many 
views which were very similar to those of the physiocrats.^, Both 
in his adherence to naturalism and in his interest in the problem 
of the surplus, his path is parallel to theirs. On the other hand, it 
is known that the main outline of this analysis was ready before 
he had an opportunity of acquiring any considerable knowledge 
of physiocracy. We must conclude that the general outlook of 
the founders of French political economy were not funda- 
mentally different from those of Adam Smith which is not sur- 
prising, in view of the essential similarity in the political and 

1 In a recent work, distinguished, as always, by erudition, urbanity of 
argument and a felicity of style seldom to be found nowadays, Professor 
Robbins has tried to show that there is a fundamental difTercnce between 
utilitarianism and the philosophy of the natural order. (Lionel Robbins: 
The Theory of Economic Policy in Classical Political Economy (1952), particularly 
pp. 46 et sqq.) The main thesis of that book is that the Classics were neither 
as naive (in regard to state action) nor as callous (in respect of the condition 
of the people) as they have often been painted. I think that Professor Rob- 
bins proves much of his case, but he tries, perhaps, to prove too much. 
In particular the subsidiary argument about the difference between the 
essentially practical, expedient character of English utilitarianism and the 
far-fetched natural-law philosophy of the French economists, seems to me, 
in spite of its ingenuity and brilliant exposition, somewhat exaggerated. 
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economic climate in which they worked. 

The debt which Smith owed to earlier English economic 
thought cannot be in doubt. In his onslaught on mercantilism, 
for example, he had often been anticipated. We have already 
seen that there were many conflicting views among the seven- 
teenth-century writers themselves; and the slashing attacks 
on protection by North could not have been bettered by 
Smith himself. In the theory of money — which he does not 
treat at length or with great success — Smith was much indebted 
to Hume, Locke, and Steuart. From the last he seems also to 
have been inspired in his historical interests, though instead of 
using Steuart’s conjectural method he effectively employed 
realistic illustrations. From Petty and Steuart, to mention no 
others, Smith took over not only the problems of public finance, 
but also some of the solutions. An indication of the celebrated 
four canons, for example, may be found in Petty’s Treatise. 
Finally, and perhaps most important of all, Smith’s treatment 
of the question of value and of all the problems that flow from 
it, owes much to the whole body of economic thought which had 
already developed. Petty, Steuart, and Cantillon, in particular, 
must be mentioned as his forerunners. 

No recital of Smith’s debt to others can diminish the impor- 
tance of his own achievement. He wove together the separate 
strands of thought which he had found and in the process trans- 
formed their significance. And on at least one point — a funda- 
mental one — his work meant a revolution of economic thinking. 

In order to summarize Smith’s work in a few pages it is 
necessary to divide it in some way. It seems best to distinguish 
two aspects, having due regard to their interrelation. These are : 
the underlying social and political philosophy and the precepts 
of economic policy which are derived from them; and the 
technical economic content. Opinions differ on the relative 
importance of these constituent elements of the Wealth of Nations. 
but the view here adopted is that the latter is more significant 
than the former. 

The Political Philosophy. The philosophical elements are not 
present on the surface of Smith’s analysis. The work is divided 
into five books dealing respectively with’T^roblems of produc- 
tion, distribution, and exchange, with capital, with different 
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economic policies pursued at various times by different nations, 
with previous systems of political economy and, finally, with 
public finance. With the exception of the very short second 
chapter of Book I, there is no special section set aside for a dis- 
cussion of the scope of economic inquiry in relation to the study 
of human conduct in general ; nor is there any explicit mention 
of the system of philosophy from which Smith’s economic 
principles are derived. Yet this system is very much in evidence. 
It pervades the whole book even more than it does the work of 
the physiocratic writers. Again and again Smith will rnake a 
particular argument the occasion for emphasizing the supreme 
l)eneficencc of the natural order and for pointing oiit the 
inevitable imperfections of human institutions. Take away arti- 
ficial preferences and restraints, he says, and ‘the obvious and 
simple system of natural liberty’ will establish itsellT Again, 
‘that order of things which necessity imposes . . . is . . . promoted 
by the natural inclinations of man’. Human institutions only 
too often thwart these natural inclinations.- 

We must not forget that the author of the Wealth of Nations 
was also the author of the Theory of Moral Sentiments; and we 
cannot understand the economic ideas of tlu‘ one without some, 
knowledge of the philosophy of the other. Human conduct 
according to Smith, was naturally actuated by six motives: 
self-love, sympathy, the desire to be free, a sense of propriety, a 
habit of labour, and the propensity to truck, barter, and 
exchange one thing for another. Given these springs of conduct, 
each man was naturally the best judge of his own interest and 
should therefore be left free to pursue it in his own way. If left 
to himself he would not only attain his own best advantage, but 
he would also further the common good. This result was 
achieved because Providence had made society into a system 
in which a natural order prevailed. The dilfcrciit motives of 
human action were so carefully balanced that the benefit of 
one could not conflict with the good of all. Self-love was accom- 
panied by other motives, particularly sympathy; the actions 
resulting from it could not but involve the advantage of others 
in one’s own gain.\it was his belief in the natural balance of 

^ Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Nations 
(ed. W. R. Scott, 1925), vol. ii, p. 206. 

^ Wealth of Nations^ vol. i, p. 385. 
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liuman motives which led Adam Smith to make his celebrated 
statement that in pursuing his own advantage each individual 
was 'led by an invisible hand to promote an end which was no 
part of his intention’.^ Indeed, Smith doubted whether the 
individual did not in this way promote the interest of society 
more effectively than if he had set out to do so. ‘1 have never 
known’, he says, ‘much good done by those who affected to 
trade for the public good.’ 

The consccpiences of this belief in the natural order arc simple. 

( jQvernmcnt can rarely be more effective than when it is nega- 
tive. Its intervention in human affairs is generally harmful. Let 
it leave each member of the community to seek to maximize his 
own advantage and, compelled by natural law^, he will contri- 
bute to the maximization of the common good. The natural 
system knows only three proper duties of government which, 
though of great importance, are ‘plain and intelligible to 
common understanding’. The first is the duty of defence from 
foreign aggression; the second, the duty of establishing an exact 
administration of justice; and the third, the maintenance of such 
public works and institutions as would not be maintained by 
any individual or group of individuals for lack of adequate 
profit.^ Peace at home and abroad, justice, education, and a 
minimum of other public enterprises, like roads, bridges, canals, 
and harbours, are all the benefits which government can confer. 
Beyond these the ‘invisible hand’ is more effective. 

When Smith applies these rules of the natural order to econo- 
mic matters he becomes a strong opponent of all forms of state 
interference with the ordinary business of industry and com- 
merce. The natural balance of motives is most effectively at 
work in economic affairs. Every individual is most anxious to 
obtain the greatest profit for himself. But he is a member of a 
commonwealth and his search for profits can only lead along 
paths ordained by the natural social order. Through division of 
labour man increases the productivity of his labour, but he also 
ceases to be independent of others. Man as a member of society 
lias almost constant occasion for the help of others and it 
is vain for him to expect it from their benevolence only. He 
must, in his desire to achieve his own ends, appeal to the self- 
love of others and not only to their sympathy. ‘It is not from 
’ Wealth of Nations, vol. ii, p. 206. 
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the benevolence of the butcher, the brewer, or the baker, that we 
expect our dinner, but from their regard to their own interest.’^ 
Exchange makes possible this simultaneous satisfaction of two 
individual interests. Every individual in using his property or 
labour for his own benefit has to produce for the purposes of 
exchange, i.e. for purposes determined by all other members of 
the community. Whether he wishes to do so or not, he is obliged 
by his very membership of the social order to confer a benefit in 
exchange for the one he receives. Every one is obliged to bring 
the results of his efforts ‘into a common stock, where every man 
may purchase whatever part of the produce of other ^en’s 
talents he has occasion for’. “ 

Smith saw in the most complicated processes of industry and 
trade the same inherent order which ruled the simplest acts of 
barter. In the different branches of home trade, in foreign com- 
merce, in the relation of industry and agriculture the principle 
held good that order would arise spontaneously and that inter- 
ference would only result in a diminution of benefit. ‘It is the 
maxim of every prudent master of a family, never to attempt to 
make at home what it will cost him more to make than to buy. 
. . . What is prudence in the conduct of every private family, 
can scarce be folly in that of a great kingdom.’*^ It follows that 
if goods could be bought abroad more cheaply than they 
could be made at home it would be unwise to put obstacles in 
the way of their importation; for this would direct industry into 
channels which were less remunerative than those which it 
would find for itself. 

Again, all domestic measures designed to favour one trade or 
suppress another, to encourage agriculture as against industry, 
or vice versa, were unwise. Encouragements M'hich drew more 
capital into an industry than would naturally go to it, and 
restraints which were designed to repel some or all capital from 
an industry in which it would otherwise be employed, were ill 
conceived. They did not promote the social good for which they 
were designed, for, by stultifying the individual search for 
maximum profit, they also diminished the common profit.^ 
y Smith becomes thus a champion of laisser fair e of even greater 
force than the physiocrats,'T)ecause he applied the principle 

^ Wealth of Nations, vol. i, p. 15. ^ ibid., p. 17, 

® ibid., p. 457. ^ ibid., vol. ii, pp. 205-6. 
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without basing it on tlie view that agriculture occupied a speci- 
ally exalted position. The universality of the theory gave it its 
peculiar strength. Smith was not content to state an abstract 
principle: his aim was to destroy the actual conditions which con- 
flicted with the principle. To apply the principles of Naturalism 
to economic policy involved a struggle against the still substan- 
tial structure of mercantilist foreign trade policy, against the 
mass of industrial regulation which had been left from preceding 
centuries, and against any attempts to add fresh monopolies 
and privileges to them. 

Among the forces which freed English foreign trade from 
regulation, which removed prohibitions, excessive import duties 
and restrictive trade treaties, Adam Smith’s work occupies a 
prominent place. A substantial part of his work was devoted to 
an attack upon what he called the mercantile system. Although 
Smith was not always correct in his analysis of the views of mer- 
cantilist writers his critique of mercantilist policy was most 
penetrating and lucid. One by one he examined the methods 
which had been, or were still being used to manipulate foreign 
trade in the interests of an individual country, and found them 
all ineffective and harmful. Bounties and restraints, the colonial 
system and trade treaties, these and all other measures to secure 
a favourable balance of trade and a large stock of bullion, were 
quickly disposed of. They were all shown to have been produc- 
tive of no common benefit, however much they may have 
enhanced the profits of individual sections of industry or trade. 

Similarly, regulations concerning wages and apprenticeship 
and all other aspects of production were condemned. Govern- 
ment should refiise to set up any special economic privilege; 
and it should take positive action to destroy any monopolistic 
position, whether of capital or of labour, which men by con- 
certed action might have obtained. Preservation of free competi- 
tion, if necessary by state action, was the principal duty of 
economic policy. Only complete competition was consistent 
with natural liberty; and only complete competition could 
insure that everybody obtained the full reward of his efforts and 
added his full contribution to the common good. 

The results which followed Smith’s efforts were amazingly 
rapid and complete. The impact of the Wealth of Nations upon 
business men and politicians alike was very great. But although 
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the apostle of economic liberalism spoke in lucid and persuasive 
terms, his success would not have been so great if he had not 
spoken to an audience that was ready to receive his message. 
He spoke with their voice, the voice of the industrialists who 
were anxious to sweep away all restrictions on the market and 
on the supply of labour — the remnants of the out-of-date regime 
of merchant capital and the landed interest. Moreover, the 
industrial capitalists were not yet matured enough tp iiave 
acquired respectability. Smith presented them with a! theory 
which supplied what was still lackin^liy analysing cc^i^nomic 
activity against a background of naturalist philosophy, this 
theory gave to the conduct of the prospective leaders of Econo- 
mic life an imprint of inevitability. They recognized in thp self- 
interest which he put at the centre of human conduct the 
motive which inspired their everyday business life. And they 
were delighted to know that their pursuit of profit was now to 
be regarded as unselfish. Gone was any lurking sus})icion that 
trade might be sinful or beneath the dignity of gentlemen. 
These remnants of platonic and canonist thought were swept 
aside; the business man now became in theory what he already 
was in practice — the leader of the economic and political order . 

By basing economic policy on a natural law which implied 
non-intervention by the state. Smith also gave theoretical expres- 
sion to the essential interests of the business class. The indus- 
trialists saw enormous possibilities of expansion of production 
and trade which were being frustrated by irksome restrictions. 
To abolish state regulation and monopoly might luive been 
destructive of sectional privilege, but it was in the interests of 
the most progressive class of the community, and indeed of the 
community as a whole. When Adam Smith inveighed against 
corrupt politicians he was only censuring a state of affairs well 
known to business men. When he showed that most of the actions 
of government were designed to impede economic progress he 
was expressing a truth of which his readers were aware. When he 
said that ‘in the mercantile system, the interest of the consumer 
is almost constantly sacrificed’, and production not consump- 
tion is regarded ‘as the ultimate end and object of all industry 
and commerce,^ he could again claim that he was only stating 
what was obvious to all. Competition, unrestricted by the state 

^ Wealth of Nations, vol. ii, p. 177. 
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or any other agency, was the first condition of economic expan- 
sion and, therefore, ultimately of an increase in the satisfaction 
of the wants of all members of the community. 

^It has often been said that Adam Smith represented the 
interests of a single class. This is undoubtedly true not only in an 
historical sense but even subjectively. We shall see that, in spite of 
his usual mildness of expression. Smith used very heavy invec- 
tive against the unproductive members of the community. 
Although he included many in that category, he could have 
been under no illusion that his main attack was directed against 
the privileged position of those who were the most formidable 
obstacles to the further growth of industrial capitalismT'But the 
success of his advocacy of a particular interest was due to the 
fact that it coincided w ith a defence of the common good. This, 
in itself, is not a guaiantce of beneficence. Partisanship had 
often a]')peared under the guise of universal bcnex olence and 
justice; but this time* the coincidence of interests was not only 
skilfully worked, it had also a solid basis of truth. Economic 
progr(^ss was dependent upon the establishment of the indc- 
p(*ndcnce of the industrial capitalist. In htdping to create an 
economic structure in which alone the supremacy of enterprise 
was possible, Adam Smith could rightly claim that he was 
furthering the welfare of the whole community/ 

Whether tlie same was true at that time of other countries is 
another matter. We shall see that it took a long time for similar 
scho{.)ls of thought to arise clsewliere and to achieve a substan- 
tial following. There is good ground for saying that the full doc- 
trine of economic liberalism which was elaborated by Smitli did 
not as quickly take root in other countries as it did in England. 
For the peculiar conditions of England on the eve of the Indus- 
trial Revolution were not completely reproduced in other coun- 
tnes. When Smith wrote, England was already the most advance 
capitalist country in the world. With a large accumulated capital, 
she was preparing to acquire and to consolidate industrial Icad- 
(‘rship over the rest of the world. Although it was not until the 
middle of the subsequent century that England could truly be 
called The workshop of the world’, she w^as already beginning 
to establish that position for herself in Smith’s day. And the 
policy which Smith advocated was one which was designed to 
quicken that trend. The attack on monopolistic practices at 
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home, made in the interests of industrial expansion, became 
part of a general fight against privilege, in harmony with much 
contemporaneous political thought. The attack on protection 
could similarly be developed as being in the interests of con- 
sumers who desired cheaper goods, although it was also dictated 
by the interests of manufacturers who desired low costs of pro- 
duction which would enable them to gain export markets^;' 

The identification of particular and general interests was 
embodied in a theoretical system which claimed universal 
validity and which involved its adherents in a special view of 
society and of the state. In particular it implied that there\was a 
harmony of interests of individuals and classes which could only 
be disturbed by the acquisition of privilege. And this privilege 
was made to result not merely from any social institutions but 
from action contrived in defiance of the natural law, i.e. politi- 
cal intervention. The state was thus placed in part outside and 
above society. Its intervention on behalf of a sectional inte^rest 
was something artificial. If it intervened to create a privilege, it 
had been illegitimately manipulated. Its real function was to be 
impartial. It was nothing but a piece of machinery designed for 
certain very limited ends wJiich the interests of society as a whole 
required. That machinery should not be allowed to get into the 
hands of any one section of the community. 

Adam Smith himself was under no illusion about the desire 
of individuals, including business men, to create privileged 
positions for themselves. But he nevertheless believed in the 
harmony of interests, because he thought that these privileged 
positions could only be maintained with state support. Without 
the intervention of government to help them and given an active 
policy to preserve competition, those in search of monopoly were 
powerless. Fundamentally, he, like most later liberal philoso- 
phers, was an optimist. The social evils which he saw around 
him he ascribed to past mistakes of government; past history was 
only a record of misconceived attempts to buttress sectional 
privilege; sweep them away, and all would be well. Smith’s 
whole work implied great faith in the possibility of freeing the 
state from the incubus of individual or class influence. Once this 
emancipation was achieved the natural social harmony would 
be manifest to all. 

The belief in the natural order led Smith to criticize state 
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intervention. He did not, however, doubt the compatibility of 
social harmony with the institution of private property. He 
knew well the relation between property and the development 
of government. Civil government, he thought, was primarily 
needed for the protection of property. It was unnecessary in 
primitive communities, because there was hardly any property 
that could excite the envy of the poor and create a sense of 
insecurity in the rich. But once property increased government 
became essential to safeguard it. ‘ Civil government, so far as it 
is instituted for the security of property, is in reality instituted 
for the defence of the rich against the poor, or of those who have 
some property against those who have none at all.’^ Smith also 
believed that property was the chief cause of authority and 
subordination; and that birth, the most important of the other 
causes, was founded upon original differences of wealth. 

Yet he did not fear that any disturbance of natural harmony 
could result from the existence of private property or even from 
great inequalities in its distribution. In an opulent and civilized 
society and in one in which state action was confined within the 
limits he had prescribed, great fortunes, he thought, need not 
create oppression and exploitation. Nobody was dependent 
upon the benevolence of others; for everything that one got 
from anybody one gave an equivalent in exchange. Moreover, 
the free play of natural forces would be destructive of all posi- 
tions that were not built upon continued contributions to the 
common good. 

Other political philosophers and economists were later to 
refine and elaborate these views of Adam Smith. And for a long 
time the theory of harmony and an optimistic view of social 
development were to remain essential qualities of classical 
economic thought. However, Adam Smith’s own attempt to link 
his economic analysis with his social philosophy was not alto- 
gether successful. His economic theory, which formed the basis 
of the classical position, contained elements which, in other 
hands, were made to support a different view of society and 
different political precepts. Already, in Ricardo’s formulation, 
Smith’s theory loses some of its optimistic and harmonious 
implication. Potential conflicts begin to appear which, seized 
upon by critics, particularly the Ricardian socialists, turned the 
^ Wealth of Nations^ vol. ii, p. 233. 
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theory against the very interests which it had been Smith’s task 
to champion. 

The Theory of Value, great advance in economic thought 
which is due to Smith iTthe emancipation from mercant ilist and 
physiocratic fetters. For two~liiih3re3” years economists had 
^een searching for the ultimate source of wealth. The mercan- 
tilists had found it in foreign trade. The physiocrats had gone 
further and had shifted the origin of wealth from the sphere of 
exchange to that of production. But they had still ren^ained 
confined within one particular form of production, agVicul- 
ture. Adam Smith, building on the foundations of Petty and 
Cantillon, effected the final revolution. With him labour as such 
becomes the source of the fund which originally supplies every 
nation ‘with all the necessaries and conveniences of life which 
it annually consumes ’.^^mith still spoke of wealth in the sense 
of useful material objects, as his English predecessors had done, 
but, by making it result from labour in general, he was led to 
inquire into the social rather than the technical appearance of 
wealth. The wealth of a nation, he said, will depend upon two 
conditions: first, the degree of productivity ol the labour to 
which it is due; and secondly, the amount of useful labour, that 
is to say, labour productive of wealth, which is employed. The 
examination of the first of these factors leads Smith to the dis- 
cussion of the division of labour, exchange, money, and distribu- 
tion, to which the whole of the first book is devoted. The second in- 
volves an analysis of capital; and this is made in the second book. 
// Smith begins his analysis with the division of labour because 
he wishes to find the principle which transforms particular con- 
crete forms of labour, which produce particular goods (use- 
values), into labour as a social element, which becomes the 
source of wealth in the abstract (exchange-value). Division of 
labour becomes for Smith the principal cause of the increasing 
productivity of labour. After giving his well-known account of 
its quality and consequences,^ he proceeds to inquire into the 
causes which produce it. It is here that he makes division of 
labour depend upon the propensity to exchange, which he 
regards as one of the principal motives of human conduct. 
There can be little doubt that on this point Smith confused 
^ Wealth of Nations, vol. i, p. i. * ibid., Book I, ch. i. 
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cause and effect. However true it may be that exchange 
cannot exist without division of labour, it is not true, at least in 
theory, that division of labour requires the existence of private 
exchange. It is logically demonstrable that a certain social 
organization (for example, the economy of a patriarchal tribe 
which lacks the institution of private property) can have a 
technology using division of labour without exchange. And 
communities of this type can be shown to have existed. Adam 
Smith was guilty of making the characteristics of the society of 
his own day valid for all time; he regarded as a natural human 
motive and made into a universal principle of explanation, a 
feature of the contemporaneous soeial order wliich was historic- 
ally conditioned.^ But Smith’s purpose was propagandist. He 
emphasized the influence of the market on productivity in order 
t(^ demonstrate that trade had to be freed as a prerequisite to 
the development of productive power, and not merely to the 
hill use of the existing powers of production. 

proceeds to analyse how the degree of the division of labour 
is (leterrnined and concludes that it is limited by the exterft 
of the market. He elaborates points made originally by Xeno- 
phon, andTatcr by Petty, and gives what has since been regarded 
as the classic description of the relation between the circle of 
exchange and the division of labour,^ He shows that when these 
have reached a certain stage of development the dependence of 
each individual upon the rest of the community is very great. 
Ii\^cry man becomes then ‘in some measure a merchant, and the 
society itself grows to be what is properly a commercial society’.^ 
The efficiency with which this society carries out its now habi- 
tual exchanges must remain seriously defective so long as 
exchange is in kind. The well-known disadvantages of barter 
lead to the adoption of a generally accepted medium of 
exchange, money. Smith describes how the precious metals 
came to be chosen as the commodity of which money should 
be made, and briefly traces their progress through liistory. But 
this is only incidental. The important point to which the short 
discussion of money leads is the question of ‘ the rules which men 
naturally observe in exchanging [goods] either for money or 

^ Wealth of Nations, Book I, ch. ii. 

^ ibid., ch. iii. 

^ ibid., vol. i, p. 23. 
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for one another. . . . These rules determine what may be called 
the relative or exchangeable value of goods.’* In this rather 
roundabout way Smith reaches the central problem of his eco- 
nomic inquiry. But the problem was inherent in the very fact 
that he had started by abandoning the mercantilist and physio- 
cratic concern witli particular forms of wealth and proceeded 
^ to examine wealth in general as a social phenomenon. 
'^Before beginning the analysis of value Smith distinguishes 
two uses of the word. One, he points out, signifies the utility of 
some particular object, and this he calls value in use; the^other 
refers to the powder possessed by an object of purchasing pther 
goods: this he calls value in exchange. He mentions a paradox in 
terms which have since become famous. Some of the most useful 
commodities, such as water, he says, have scarcely any value in 
exchange^ while others, such as diamonds, although of little use, 
can command a great deal of other commodities in exchang^ It 
was this paradox which was to provide the starting-point for the 
theorizing of economists of the later nineteenth century which 
finally led to the marginal utility doctrine. Smith himself was 
not interested in elucidating the intricacies of use-value. He puts 
the distinction of the two meanings of the term ‘value’ at out 
end of his chapter on money in order, so it seems, to get it the 
of the way before beginning the really important work, the 
analysis of exchange-value. [This resolves itself into three parts: 
what is the measure of the exchange-value of commodities or, 
as Smith also calls it, their real or natural price? what are the 
constituent parts of this natural price? and, finally, how do 
variations of the market price of commodities from their natural 
price arise? To these questions, chapters v, vi, and vii of Book I 
are devoted.^ 

'’I^lt is not easy to give a summary account of Adam Smith’s 
ambiguous and confused theory ofvalue/^ubscqucnt economists 
helve found two or three different strands of thought which 
Smith did not separate sufficiently clearly. He developed the 
labour theory inherited from Petty and Cantillon; but he also 
added to it certain elements of the supply and demand analysis 
of Locke. And in his struggles with the difficulties of the^oncept 
of capital and its place in the economic process he abandoned 
his own labour theory of value and bequeathed to later genera- 
^ Wealth of Nations, vol. i, p. 28. 
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tions what became mainly a cost of production theor^ Accord- 
ing to their predilections economists have stressed one or 
the other of these different principles. But not even adherents 
of the same school can agree on their interpretation of Smith’s 
theory. One writer, for example, is anxious to show the progress 
of the theory of value towards the subjectivist school to which 
he belongs; and he criticizes Adam Smith for having concen- 
trated on the exchange-value (or purchasing power) of goods to 
the exclusion of their utility, which, to this writer, is the real 
cause of value. ^ A recent writer, on the other hand, who is 
also a follower of the subjectivist school, finds in Adam Smith 
traces of the beginning of that school. She thinks that Adam 
Smith, by adopting the consumer’s concept of wealth, raised 
the problem of the connection between production and 
demand. It was due, she says, to Smith’s indecision in the 
treatment of this problem and to the subsequent victory of the 
Ricardian school that the demand aspect was neglected in 
England, and that that part of Smith’s tradition was left to 
floiirish on the Continent. “ 

o|lt is true that Adam Smith’s theory is inconsistent. But 
although he involved himself, as we shall see, in many contra- 
dictions, he made considerable progress in the explanation of 
value. And, in the end, his theory rests on what Ricardo 
singled out as the basis for his own analysis; the labour theory 
of value. However inconsistent Smith may be in his exposition 
of it, he keeps to it most strictly in one important application j 
of it — in his discussion of the surplus which formed the basis | 
of^ill profit. 0 

'^l^lt seems established that the earliest theory which Adam 
Smith held regarded labour as the sole source of value and the 
quantity of labour embodied in each commodity as the measure 
of that value^ ^ut here, already , conf usion be gins . His discussion 
of exchange^^aluc in the Lectures is fittie different from that of 
previous writers who had adopted a similar explanation. Like 
Petty, Steuart, and Cantillon, he considered the value of a 
commodity to be determined by the cost of producing the 
amount of labour necessary for the production of the com- 

^ R. Zuckerkandl, Z^r Theorie des Preises, pp. 65-6. 

* M. Bowlcy, Nassau Senior and Classical Economics (1937)? PP* 67-8. 
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modity) This cost included not only the subsistence of the 
labourer himself but also allowances for education and repro- 
duction. Like his predecessors, he admitted the influence of 
demand which determined the distribution of labour in such a 
way as to make value and cost of labour equal. ^ 

-«i ln the Wealth of Nations the theory is elaborated, but be- 
comes less clear-cutPIn the first place, the scope of the labour 
theory becomes limited and an additional theory is devel- 
oped in order to explain a further range of value phcnopicna. 
In the second place, the exposition of the labour theory 
itself, even within the limits in which Smith still admits its 
validity, is very confused. The explanation of exchange-value 
in chapter v begins with an analysis of the quality of cxchatige- 
value derived from the social facts of division of labour and 
private exchange. A man is rich or poor, he says, according to 
the amount of useful things which he can obtain. When dix ision 
of labour has taken place his own labour can provide him with 
only a few of these things, and his wealth will come to depend 
on the amount of other people’s labour which he can command. 
The value in exchange of any commodity wliich he possesses 
will then be equal to the amount of labour it can command. 
Smith concludes that labour ‘is the real measure of the exchange- 
able value of all commodities’.*'^ ^ 

There follows immedieitcly another account of the origin of 
value and its measure, which Adam Smith evidently intended to 
be only a version of the first but which is quite different. For 
he goes on to measure the value of a commodity not only by the 
amount of labour which it can command in exchange (or as he 
now puts it, the value of a certain quantity of labour), but also 
by the amount of labour which its production requires. These 
two explanations now persist side by side; and the confusion 
between them is well illustrated by the statement that a man’s 
‘fortune is greater or less, precisely in proportion to . . . the 
quantity cither of other men’s labour, or, what is the same 
thing, of the produce of other men’s labour, which it enables 
him to purchase or command.’^ In the first half of this statement 

^ Adam Smith, Lectures on Justice^ Police, Revenue and Arms, ed. Gannan, 
pp. 173-82. 

2 Adam Smith, Wealth of Nations, ed. W. R. Scott, vol, i, p. 30. 

8 ibid., p. 31. 
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the exchange-value of labour is made the mea.sure of the 
exchange-value of other commodities; in the second half that 
measure is given by the amount of labour embodied in a com- 
modity. Ricardo was later to take over the second explanation. 
On the other hand, this part of Smith’s theory served also as 
the starting-point for a psychological cost theory of value 
which relies a great deal on the concept of 'disutility’ and 
forms an important part of many later explanations of 
value. / 

The cause of Smith’s confusion lies in his desire to emphasize 
the importance of the division of labour and the changes which 
its introduction brings about. ‘Labour’, he says, ‘was the first 
price paid . . . for all things.’^ But once division of labour is 
introduced it is no longer the product of one’s own labour that 
determines wealth but the amount of other people’s labour 
which this product can command, i.e. the quantity of labour in 
general which one can buy with the quantity of labour con- 
tained ill one’s product. In other words, what Smith was here 
doing was to develop again, but in other words, the concept oi 
exchange-value as such, a concept which only arises so far 
as the labour theory of value is concerned when labour has 
become a social factor. For through division of labour and 
exchange the products of the labour of different individuals 
must somehow be equated. But Smith applied this concept in 
a way which involved an equation not only between the products 
of labour but also between the product of labour and labour 
itself; and it was the difficulty inherent in this which finally led 
him to develop a dift'erent theory of value. 

Before he proceeds to that Smith once again discusses money. 
Here too he is involved in some confusion. He now speaks of 
laliour as the measure of value not in the sense of what is in- 
herent in exchange-value, but in the sense of a yard-stick 
with which the value of commodities is compared. In this sense, 
he finds labour to be an inefficient measure. Commodities, he 
says, are seldom exchanged with labour (here the above-men- 
tioned confusion is again apparent) but with other commodities. 
The exchange-value of commodities is, therefore, more com- 
monly estimated in terms of quantities of other commodities, 


^ Adam Smith, Wealth of Nations, ed. W. R. Scott, vol. i, p. 30. 
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which are ‘plain and palpable’ objects, than in labour, which 
is ‘an abstract notion’.^ C)ncc money is used, every commodity 
is most frequently exchanged for it; and this now becomes the 
commonly used measure of value. Through his confusion of the 
exact significance of the term ‘measure of value’, Adam Smi th 
sets u p mon ey as being of equal status with labour. Or almost 
so, for he proceedr^to search for something which possesses 
constant value and which can therefore be used as an efficient 
measuring rod. He dismisses gold and silver, the most widely 
used money commodities, as being subject to fluctuations in 
value, i.e. in the amount of labour which is necessary to pij*oduce 
them, or (again the confusion) in the amount of labour which a 
quantity of them can command. He returns therefore to labour 
whose own value, he says, never varies and which remains 
‘ alone the ultimate and real standard by which the value of all 
commodities can at all times and places be estimated and com- 
pared ^ Labour becomes the real and money the nominal price of 
commodities. 

We see that the confusion between amount of labour and 
value of labour has persisted. Adam Smith himself seems to be 
aware of a difficulty for he admits that the value of labour (which 
he has just regarded as unchangeable), although always the 
same to the labourer, appears to vary for the person who buys 
it; for sometimes a larger and sometimes a smaller volume of 
goods will purchase the same amount of labour. Smith side- 
tracks the problem by saying that it is not labour which is cheap 
or dear, but the goods which buy it. To the terms ‘real’ and 
‘nominal’ price, he now gives a different meaning: the former 
is the amount of necessaries and conveniences of life, the latter 
the amount of money which we are given in exchange for any- 
thing, including labour: The distinction is nowadays familiar; 
it is often used in economic analysis as, for example, when real 
wages are distinguished from money wages. Smith does not 
pursue the question of the real price of labour at this stage, but, 
after some discussion of coinage, the changing proportions of 
gold and silver and the fluctuations in the value of the com- 
modities, he proceeds to expound still further his theory of 
value. 


^ Adam Smith, Wealth of Nations, vol. i, p. 32. 
2 ibid., p. 33. 
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The Theory of Capital and Distribution. The difficulties he en- 
countered in the beginning make him limit tlie validity of the 
labour theory to primitive societies. At the beginning of chapter 
vi the determination of the exchange-value of commodities by 
the amount of labour necessary to produce them is said to hold 
only in ‘that early and rude state of society which precedes both , 
the accumulation of stock and the appropriation of lands’/ 
i.e., in pre-capitalist times. ^ffie celeb rated beaver and decrjc:!;;- 
ample is giycn to show that, m society of hunters^ commodities 
will exchange in the same ratio as the labour spent on their pro- 
duction. Smith points out that in that stage of social develop- 
ment the whole produce of labour belongs to the labourer^hc 
parties to the exchange arc then all owners of' commodities 
which embody a certain amount of the labour of their owners. 
These amounts arc cejuated in the process of exchange. 

When product A and B are exchanged at their value, a double 
equivalence is established. In the first place, there arc exchanged 
two equal amounts of labour embodied in the commodities. In 
the second place, a commodity can procure for its owner an 
amount of labour of another person equal to the amount of 
labour which he has spent on the production of his commodity. 
In other words, Smith rightly sees that in the conditions he has 
stated (i.e. whenlhe labourer is the owner of the whole product 
of his labour), there is not necessarily a confusion between the 
two determinants of cxchangc-valuc which he has used. [Thc_ 
value of labo ur (the quantity of a commodity which can be 
bought with a given quantity of labour, or the quantity of labour 
which can be bought with a given quantity of a commodity) 
can b e regarded as the measure of value just as jnuch as the^ 
amount of labour embodied in a commodhy.^ 

But once the postulated conditions are absent, the situation 
changes. When slock has accumulated in private hands its 
owners will employ it to set to work ‘industrious people whom 
they will supply with materials and subsistence in order to make 
a profit by the sale of their work’.^ When goods arc sold they 
must fetch not only enough to cover the wages of these ‘ indus- 


^ Adam Smith, Wealth of Nations, vol. i, p. 47. 

* Karl Marx, Theorien iiber den Mehrwert, vol. i, p, I'-jg. 
® Adam Smith, Wealth of Nations, vol. i, p, 48. 
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trious people’, but they must also bring in something by way of 
profit for their employers. If he did not get a profit, the owner 
of the stock would have no interest to employ it; nor would he 
employ a greater rather than a less amount of stock unless his 
profits bore some proportion to that stock. 

Smith dismisses the idea that profits may be merely a special 
type of wages, the reward for a special kind of labour: they bear 
no relation to the labour of inspection and supervision, which 
their owner expends, but only to the size of his stock. [Profits, 
Smith says, are a quite separate constituent of the v^lue of 
commodities. The labourer must, share his product not only 
with the owner of the stock but also with the landlord who 
draws rent. The real value of all commodities must, therefore, 
resolve itself into three component parts: wages, profit, and 
rent. That, however, means that the original theory of value is 
no longer applicable. For although Smith begins by saying that 
the value of every commodity ‘ resolves ’ itself into these con- 
stituents, he soon adopts a terminology that amounts, in effect, 
to enunciating a new theory of value. He still claims that the 
real value of each constituent of price is equal to the amount of 
labour it can command. But wages, profit, and rent arc not 
only the sole sources of the revenues of the different classes of 
society, i.c. the forms in which the value of commodities is 
distributed; they become also ‘the three original sources ... of 
all exchangeable value’, ^ In these words Smith has stated a 
primitive cost-of’-productiori theory of value. 

The discussion remains now on this basis and proceeds to deal 
with the difference between the natural and the market price. 
The former is a price which is neither more nor less than the 
sum of the natural prices of its component parts. The second is 
determined by supply and demand. The excesses or deficiencies 
of supply will cause the component parts of the price to be 
below or above their natural rates. This will bring about a 
diminution or increase of the supply in accordance with the 
demand. Market price will constantly tend to equality with 
the natural price. The latter itself varies with the natural rates 
of wages, profit, and rent, and it is to these that Adam Smith 
devotes his next chapters. 

Before we follow Smith in his further analysis it is necessary, 
^ Adam Smith, Wealth of Nations, vol. i, p. 53. 
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at the risk of some repetition, to show why he apparently aban- 
doned the labour theory of value. Smith’s difficulty was to explai n ^ 
the origin of any revenue other than that of labo^ur. f^e saw that 
vlffich^TiereTxTsted capitaTand ^vate property in land the 
exchange of a product brought its owner^ (i.e. the capitalist) 
something above what he had laid, out in the production of the 
commodity. How did this surplus arise? Unlike the mercan- 
tilists or Steuart, Smith did not regard it as a profit upon aliena- 
tion. He did not believe that a surplus arose because a commodity 
was sold above its value. This value merely resolved itself 
into two parts, one of which went to the owner of the slock, 
lake the physiocrats, he believed in the existence of a produit 
net. Unlike them, he regarded it as the value added by the 
^vorkman to the materials, i.c. as the product of labour and not 
as a gift of nature. But the existence of tlic capilalisl and his 
profit made it difficult for him to maintain that labour was the 
sole soiin e of value and its inherent measure. Nor in the con- 
ditions of capitalist production were the quantity of labour 
embodied in a commodity and the value of labour no 
longer identical. It was to escape these difficulties that Marx 
took refuge in the additional concept of ‘surplus value’ theory. 
Smith himself never quite abandons the labour theory; indeed, 
in liis discussion of the origin of the surplus he continually 
makes use of it. On the other hand, he finds himself unable to 
apply it to his theory of distribution and he has to have recourse 
to Ollier metliods of explanation. 

A part of his theory of the revenues of difierent classes of 
society is consistent with his own original theory of value. Here 
he distinguishes only two kinds of revenue: one the subsistence 
of the worker, the other the deduction, as he calls it, from the 
value produced by the worker which is appropriated by either 
the landlord or the owner of stock, or by both.^ This deduction 
under the name of surplus value became later the central point 
of the Marxian analysis. It is important to em})hasize this re- 
lationship since Adam Smith’s influence on Marx is generally 
neglected in favour of Ricardo’s. In elTect, Smith was the first 
to develop this concept and to stress the fact that it was bound 
up with capitalist production. Ricardo, on the other hand, 


^ Adam Smith, Wealth of Nations, vol. i, p. 6G. 
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avoided Smith’s inconsistency in regard to the determination of 
value itself. 

But although this aspect of Smith’s theory of distribution may 
be regarded as being more definitely and rigorously in a direct 
line of’ logical descent from his premisses, it is not the one to 
which he devotes most attention. He starts from the statement 
that wages, profit, and rent arc the three original sources of 
exchange-value and then examines the manner in which they 
are determined. In regard to wages, he enunciates partly a 
subsistence, or labour, theory and partly a cost-of-production 
theory. In the former he regards the natural value of labour 
as determined by what is necessary to maintain the labourer 
plus an allowance to enable him to rear a family and maintain 
the sup])ly of labour. This theory is not much different from 
that of' Petty or of Cantillon, whom Smith quotes. He adds 
a discussion of the influence on wages of supply and demand 
(which is not incompatible with the subsistence theory), and he 
analyses the causes which alter them. But he is not able to 
escape entirely from the vicious circle of the cost-of-production 
theory. 

In the discussion of the profits of stock the departure from the 
labour theory is even more marked. Although he has defined 
profit as that part of value which the capitalist appropriates 
after he has paid the wages of his workmen. Smith makes the 
size of profits depend upon the size of the total stock which the 
capitalist employs. He admits the difficulty of speaking of 
profits as such (i.e. of an average rate of profits) because they are 
subject to great variations of time, place, and type of business. 
And he says that the interest on money can provide a clue to the 
rate of profits. The rate of interest. Smith implied, was deter- 
mined by the rate of profits; the maxim was ‘that wherever a 
great deal can be made by the use of money, a great deal will 
commonly be given for the use ofit’, and vice versa.^ 

Having examined different periods and countries, he con- 
cludes that generally wages and profits arc inversely related. 
An increase of stock, by increasing competition among its 
owners, will tend to lower profits; on the other hand, it will 
increase the demand for labour and thus tend to raise wages. 
Profits must always be at least ‘something more than what is 
^ Adam Smith, Wealth of Nations, vol. i, p. 91. 
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sufficient to compensate the occasional losses to which every 
employment of stock is exposed’. They can never be higher than 
what ‘eats up the whole of what should go to the rent of the 
land and leaves only what is sufficient to pay the labour of 
preparing and bringing them [the commodities] to market, 
according to the lowest rate at which labgur can anywhere be 
paid, the bare subsistence of the labourer’.^ Though profits may 
fluctuate between these limits, they will tend to fall with the 
progress of society. The accumulation of stock will lead to 
increasing competition, and (a point Ricardo was to elaborate 
later) as new countries become more peopled, less fertile soil has 
to be taken into cultivation and the profits of the stock employed 
on it declines. 

Smith develops a separate theory of rent. He had originally 
made rent a deduction from value. Later, it had become a 
constituent element of price akin to wages and profit. But in 
the chapter devoted to rent (Book I, ch. ii), both these views 
arc abandoned in Livour of a third. Rent, he says, ‘ enters into 
the composition of the price of commodities in a diflerent way 
from wages and profit. High or low wages and profit are the 
causes of high or low price; high or low rent is the effect of it.’^ 
In other words, rent docs not enter in the determination of 
price at all; it is not a cause but an effect. And it is an effect 
which only appears if the price is higher than what is sufficient 
to pay wages and profit. Rent is purely differeiitiaL If the price 
of the produce of land is only just enough to recompense the 
capitalist, the land will bear no rent; if it is higher, the landlord, 
being a monopolist, will be able to take the excess from the 
capitalist. The price will depend on demand. For some products 
of land there is always a demand which makes their price 
higher than what is sufficient to bring them to the market; for 
(Others there is not. In spite of certain inconsistencies, this is the 
beginning of Ricardo’s theory of rent. 

To complete the summary of Smith’s views contained in the 
first and most important book of the Wealth of Nations a few 
words will suffice. He makes certain very interesting contribu- 
tions which arise incidentally in the confused discussion of the 
central themes of value and distribution. His treatment of 

^ Adam Smith, Wealth of Nations^ vol. i, pp. 98-9. 

® ibid., p. 95. ® ibid., p. 151. 
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competition, for example, both in its relation to the price of 
commodities and to wages and profit, is most lucidly worked 
out and full of apt historical and hypothetical illustrations. 
Here he is on the solid ground of experience and is speaking 
witli the authority of the new economy behind him. These 
parts are, therefore, probably the most living ones of his whole 
analysis. 

Particularly successful is the examination of the differences of 
wages and profits in different employments. Little of this analysis 
has had to be tlirown overboard by later economists; an^l what 
has been added has been only in the nature of rcfincmeriit. The 
whole theory of net advantages and non-competing groups 
derives from chapter x of the first book. Here Smith clearly 
shows that competition among capital or labour which is seeking 
employment will tend to eciualizc not profits or wages but net 
advantages; and he classifies and analyses the non-monetary 
advantages which arc taken into account in determining the 
relative attractiveness of different employments. Smith’s descrip- 
tion is now a part of every economic text -book and need not, 
therefore, be outlined here. Nor is it necessary to say anything 
about his description of the way in which restriction of competi- 
tion produces inecjualitics of wages and profits, except to point 
out that as an op[)oiicnt of state action he is conccrnecl only with 
rigidities in the competitive mechanism which are deliberately 
contrived by policy. 

Other sections of the book have been less free from subsequent 
criticism and emendation, but they still contain important con- 
tributions. There arc, for example, glimpses of the theory of 
population already found in earlier writers and fully expounded 
by Malthus.^ Again, in developing a theory of rent in anticipa- 
tion of Ricardo, Smith makes differential rent depend on 
differences of fertility and position.^ In some respects Smith’s 
analysis is even superior to that of Ricardo, for he works out very 
carefully the different conditions under which private property 
in land can lead to the receipt of rent. The whole discussion is 
lucid and takes one step by step through different branches of 
agriculture, through the extractive industries, and through 
building land. Smith concludes his chapter on rent by saying 

^ Adam Smith, Wealth of Nations, vol. i, pp. 8i, 152. 

* ibid., p. 153. 
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that the progress of agriculture and the growth of population 
which follow on an increase in the wealth of the community 
will tend to increase the share of the product which goes to the 
landlord in rent. Increased population will increase the demand 
for, and the price of, agricultural produce; more stock will be 
employed in agriculture; the produce will increase, and so will 
rent, because, with improvements in cultivation, no more labour 
is required after price has risen than before. ‘A smaller propor- 
tion of it [labour] will, therefore, be sufficient to replace, with 
the ordinary profit, the stock which employs that labour. A 
greater proportion of it must, consequently, belong to the 
landlord.’^ 

Book II is an elaboration of the ideas expounded in the first 
book and contains two very important ideas. It deals with the 
nature of stock and contains Adam Smith's ideas on the 
accumulation of capital and his very important distinction 
between productive and unproductive labour. Of minor impor- 
tance is the discussion on money. The introduction of the book 
attempts to explain the reason for the accumulation of stock. 
Smith is not altogether successful here. He begins by saying that 
v^ here there is no division of labour no slock need exist, because 
each individual endeavours to supply his wants as they occur. 
Once division of labour has been introduced and everybody has 
become dependent on everybody else, there must be a stock 
sufficient to maintain people until they have made their tools 
and the product itself and have succeeded in selling it. On the 
other hand, he immediately goes on to say that accumulation 
must precede the introduction of division of labour and he never 
in fact makes up his mind on the exact sequence. 

This indecision appears also in another place, when the 
accumulation of capital is discussed in connection with the 
increase of production. In his critique of physiocracy he says 
that an increase of the annual produce of society can result only 
from an improvement of the productive power of labour or an 
increase in the quantity of labour. The former depends on 
increased skill and greater use of machinery; the latter on an 
increase of the capital of society which must, in its turn, be 
‘exactly equal to the amount of the savings from the revenue, 
either of the particular persons who manage and direct the 
^ Adam Smith, Wealth of Nations^ vol. i, p. 262. 
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employment of that capital, or of some other persons who lend 
it to them’.^ Here Smith claims that an increase of produce 
depends on increased productivity. This depends on increase of 
capital, which must wait on an increase of produce. Again, an 
increase of produce can be brought about by using an increased 
quantity of labour; but this can only be done if there is more 
capital. Although Smith does not resolve this problem, he has 
meanwhile introduced a new factor which becomes in effect the 
chief source of accumulation, namely, saving. 

The rest of his analysis of accumulation, the classification, of 
capital, and the discussion of money depend entirely on Smith’s 
distinction between productive and unproductive labour. This 
distinction, which began with the physiocrats and was implied 
in mercantilist thought (it is inherent in any search for the 
^causes’ of wealth), remained one of the most important parts of 
classical thought. Although it was later often thought of as a 
mere piece of scholasticism, it was an integral part of the theory 
of value and the surplus. The confusion to which it subsequently 
gave rise was due to the nature of Smith’s own exposition 
of it. 

Throughout chapter iii of the second book, two separate 
definitions of productive and unproductive labour arc inter- 
mingled. At the very beginning, both these definitions appear: 
‘There is one sort of labour which adds to the value of the 
subject upon which it is bestowed: there is another which has 
no such effect.’ Immediately, as if by way of amplification of 
this statement, there follows: ‘Thus the labour of a manufacturer 
adds generally to the value of the materials which he works 
upon, that of his own maintenance, and of his master’s profit.’- 
Productive labour is thus defined both as labour which creates 
value and as labour which creates a surplus for the employer. 
With this confusion there is mixed up another. Smith also 
defines productive labour as that which ‘ fixes and realizes itself 
in some particular subject or vendible commodity’, and this 
leads him to regard as productive those activities which result in 
material goods and to exclude all services. 

We have thus three definitions which are not necessarily com- 
patible; one is linked with the output of material goods, another 

^ Adam Smith, Wealth of Nations, vol. ii, pp. 194-5. 

» ibid., vol. i, p. 335. 
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with the creation of value, the third with the production of 
a surplus. The third is consistent with Smith’s own original 
analysis of exchange-value and capitalist production. It is also 
the one which follows and develops the trend of thought of 
mercantilism and physiocracy. The former had stressed foreign 
trade by which a country could increase its stock of bullion. 
This created an inflationary movement which encouraged 
industry at the expense of labour, owing to the time-lag in the 
rise of wages. The physiocrats had gone further and had spoken 
of the produit net which went to the proprietors of the land. 
Smith extended the concept to cover all labour which created a 
surplus which could go to recompense the owner of stock. 

Accumulation of capital can only take place through the 
employment of productive labour in the above sense. And 
capital is only that part of stock which is used to set in motion 
productive labour, i.e. labour which will replace and increase 
the original outlay. Unproductive labourers, on the other hand, 
are maintained by revenue.^ The reason why Adam Smith was 
led away from this definition into the other two was probably 
his desire to controvert the physiocratic emphasis on agriculture. 
His very advance from the view which regarded those engaged 
in industry and trade as sterile led into contradictions which 
were only gradually overcome. Smith’s further insistence on the 
material quality of the result of productive labour is a remnant 
of the early bullionist notion which confused wealth and 
money. 

Smith, however, largely maintains his first definition. On it is 
based his division of stock into capital (that part which is 
destined to produce a revenue) and the remainder, which is 
reserved for immediate consumption. The former is again 
divided into circulating and fixed capital, according to the 
manner in which it is employed to set productive labour in 
motion. The distinction is not worked out carefully enough to 
avoid confusion. The same definition of productive labour is 
also implied in Smith’s treatment of foreign trade and of the 
relation of money and capital. This is particularly so in regard 
to the former. If gold and silver are used to purchase from 
abroad luxuries such as foreign wines and silks, prodigality is 
promoted and production is not increased. If, on the other hand, 
^ Adam Smith, Wealth of Nations, vol. i, p, 337. 
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they are used to bring back materials, tools, and provisions for 
the employment of productive labour, industry is stimulated 
and, although consumption is increased, the value of that con- 
sumption is reproduced with a profit.^ 

The remainder of the Wealth of Nations need not detain us. 
Books III and IV, which contain an historical account of the 
progress of wealth, of different economic policies, and the 
critique of mercantilism and physiocracy, are noted mainly for 
the free-trade views which have already been dealt with. Book V 
deals with public finance, and in it Smith develops his ideas on 
what are the legitimate items of public expenditure in \:onlbr- 
mity with his general view of the functions of government. There 
are many interesting observations in these sections, which are 
not, hov/ever, so important for our purpose as the gnmeral 
philosophy which underlies them. Smith’s discussion of tlu^ ways 
in which public revenue is to be raised has formed the starting- 
point of all subsequent liberal theory of taxation. Here, he sets 
out his celebrated four maxims of taxation; equality, certainty, 
convenience, and economy. He shows that all taxes 'and, there- 
fore, all those supported out of the proceeds of taxation) must 
ultimately be paid out of the three revenues of so( iciy or, con- 
sistently with his original analysis of value, out oi wages or 
surplus value. He examines in turn rent, profits, and wages. If 
the price of provisions and the demand for labour remained 
unchanged, direct taxes on wages, he thought, would he ])aid by 
the capitalist. The capitalist would endeavour to re' oup himself 
by charging a higlier price to the consumer. If this was impos- 
sible the demand for labour would fall. 

Smith does not appear to favour taxation of profits. The 
element of profits which is interest was not, he thought, as 
suitable an object of taxation as the rent of land, because the 
quantity of stock which a man owned was very difficult to 
ascertain and because stock could easily be removed by its 
owner if the tax was burdensome. As for that part of profit wffiich 
was a compensation for risk, it was unsuitable because it was 
generally only a moderate amount and because no capitalist 
could pay such a tax and continue to employ his capital. He 
would endeavour to shift the incidence which would ultimately 
fall on the consumer, on the landlord, or on those who had lent 
’ Adam Smith, Wealth of Nations^ vol. i, p. 295. 
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the money at interest. This leaves only the tax on rent. There 
can be little doubt that, like the physiocrats before him and 
Ricardo after him, Smith favoured a tax on the revenue of 
land, ‘both ground-rents and the ordinary rent of land arc 
a species of revenue which the owner, in many cases, enjoys 
without any care or attention of his own. Thougli a part of this 
revenue sliould be taken from him in order to defray the expenses 
of the state, no discouragement will thereby be given to any sort 
of industry. . . . Ground-rents and the ordinary rent of land, 
arc, therefore, perhaps the species of revenue wliich can best 
hear to have a peculiar tax imposed upon them.’^ 

The above account of the work of Adam Smith has concen- 
trated on tlie core of his analysis, and this was found to contain 
a number of contradictions. But in spite of these, perhaps even 
because of them, the subsequent development of economic 
tliought would have been impossible but for him. He mapped 
out the held of economic inquiry in such a way that all subse- 
quent thinkers were guided by those landmarks: production, 
value, distribution. The structure of economic science was 
firmly established. 

But ill addition to this achievement Adam Smith’s work 
})()ssesses a deeper significance which rests on its social philo- 
sophic al implications. We have already seen that he gave the 
first systematic statement of the harmony of social interests and 
that he implanted a utilitarian tradition in economic science. 
His economic analysis, however, also showed where and how 
('onflict of social interest might arise. Smith did not directly 
attack the landed interest: opposition to the landlord was 
still not the supreme issue which it was to become in Ricardo’s 
clay. The main objective of Smith’s attack was still the 
merchant monopolist. He lived in, and thought in terms of, that 
transitional eighteenth-century society which had its indus- 
trial capitalism, but in which industry was not sufficiently 
developed to be preoccupied with cheap labour and, there- 
fore, cheap food. The labour theory of value and the theory of 
the surplus which run through the first two books of the Wealth 
of Nations reveal a possible cleavage between different classes; 
and this remains in spite of Smith’s subsequent exposition of a 
eost-of-production theory which could be used to establish equal 
^ Adam Smith, Wealth of Nations, vol. ii, p. 373. 
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claims to revenue for all classes by making them all into 
sources of value. 

This dichotomy persists in two post-Smithian schools of 
thought: one carries on the tradition of harmony and distin- 
guishes three co-operative factors of production; the other 
develops a theory of exploitation. It is true that both can claim 
authority from Smith. He did not develop a consistent theory of 
value. It may be argued that at that stage of economic develop- 
ment the movement of the revenues of the different classes of 
society was not yet the central economic problem. It was not 
necessary to have a theory of value to answer the sort off ques- 
tions which Smith was asking. He was, therefore, content to 
state a few empirical generalizations which show the factors 
which are relevant to a complete theory. But his formulation 
could later be interpreted in different ways. If he wrote of 
an invisible hand which made every one contribute to the 
common good, he also belied his theory of harmony by his 
attacks upon the economic status of ‘unproductive’ labourers. 
He wrote most savagely of the prodigality of princes and 
ministers. And although he did not attack the institutions which 
maintained the whole apparatus of government, justice, and 
education, he made no bones about his opinion of their econo- 
mic significance. ‘ The sovereign,’ he said, ‘ with all officers both 
of justice and war who serve under him, the whole army and 
navy, are unproductive labourers. ... In the same class must 
be ranked, some both of the gravest and most important, and 
some of the most frivolous professions: churchmen, lawyers, 
physicians, men of letters of all kinds; players, buffoons, musi- 
cians, opera-singers, opera-dancers, etc.’^ The new view of the 
social structure could not be more consistently expressed. 
Capitalist production is the foundation of society; everything 
else rests upon it. 

On one occasion at least Smith allows himself to discuss 
directly the interests of different classes and of their relation to 
the good of the community as a whole. ^ He has a low opinion 
of the quality of intellect and character of landowners. They 
get their income without any labour (on another occasion, he 
says that they ‘love to reap where they have not sowed’^); and 

^ Adam Smith, Wealth of Nations, vol. i, p. 356. 

* ibid,, pp. 261-5. ^ ibid., p. 50. 
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they are, therefore, often ignorant of their own interest and 
incapable of understanding the consequences of any piece of 
policy that may be proposed. Nevertheless, their interests can- 
not be opposed to the interests of the community as a whole 
because rents rise with the general increase of wealth. The 
interest of the labourer is also bound up with the interests of 
society, even though he may not be capable of appreciating it. 
The interest of those who live by profit, on the other hand, may 
often conflict with the common advantage, because profits tend 
to fall as society becomes more wealthy. The capitalists arc at 
the same time better able than any other class to judge of their 
own interest, and their attitude to public policy is therefore 
always to be suspected. Any proposal coming from them ‘comes 
from an order of men whose interest is never exactly the same 
with that of the public, who have generally an interest to 
deceive and even to oppress the public, and who accordingly 
have, upon many occasions, botli deceived and oppressed it.’^ 
Ricardo was to elaborate these disharmonious elements which 
Smith had sketched out into a theory of economic development 
with strong possibilities of a conflict emerging between opposing 
interests. 


Ricardo 

Ricardo and Smith. Adam Smith has been dealt with at 
length for two reasons. He is universally acknowledged as the 
founder of classical political economy, and disciples and critics 
alike have based themselves on him. He was also the first to develop 
all the categories which form the content of subsequent economic 
controversy, and later economists can be more easily discussed 
in reference to his work. At the same time it is important not 
to allow the detailed exposition of Smith’s theory as against 
the summary treatment of Ricardo to lead to unfavourable 
comparisons. 

David Ricardo is without doubt the greatest representative of 
classical political economy. He carried the work begun by 
Smith to the farthest point possible without choosing the road 
which led out of the contradiction inherent in it. Perhaps 
for that reason recognition of his importance has sometimes 
^ Adam Smith, Wealth of Nations, vol. i, p. 265. 
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been withheld and has often been grudging. Jevons was con- 
vinced that Ricardo had given economic inquiry a wrong 
twist; the American economist, Carey, regarded the Principles 
as the source of inspiration of agitators and disrupters of 
society; and a modern writer, who gives al:)undant praise to 
Smith, has even gone as far as to call Ricardo’s literary work 
‘the production of an unlitcrary Jewish stockbroker’ distin- 
guished by a certain inherited ‘Jewish subtlety’.^ Such judg- 
ment is hardly based on evidence. Ricardo, writing fifty years 
later than Smith, showed a greater insight into the woijking of 
the economic system; but as for subtlety (wliatever demerit 
tlicre may be in that!) the Scot docs not lose by comparison 
with the Jew. In the opinion of his own contemporaries af home 
and abroad, Ricardo was acknowledged the leader of the science. 
His great opponent, Malthus, his disciple, James Mill, and the 
latter’s son, John Stuart Mill, speak with the greatest respect 
and admiration of the man and his work. 

David Ricardo (1772-1823) came of a Dutch Jewish family 
which had settled in England, though he himself seceded from 
the Jewish faith early in life. Like his father, he became a stock- 
broker, and, after acquiring a large fortune in a short time, he 
became a landed proprietor and a member of Parliament. 
Virtual retirement from business enabled him to embark on 
intellectual pursuits at an early age. Although he died young, 
he gave to the world the chief results of his studies. His most 
important work is The Principles of Political Economy and Taxation^ 
first published in 1817, of which the third edition (1821) is the 
definitive one. In addition, he wrote a large number of essays (of 
which The High Price of Bullion (1810) is the best known), letters, 
and notes, which all contain important contributions. An 
edition of his complete works which is now appearing- is making 
a considerable amount of new material available, without, 
however, it seems, being likely to lead to a fundamental altera- 
tion of one’s views of Ricardo’s contribution. It only increases 
one’s admiration for the man’s scope (for example, Vol. V, con- 
taining the parliamentary speeches). 

Ricardo lacked all the advantages for a scholarly career which 
his great predecessor had had. As a result, the Principles have 

^ A. Gray, The Development of Economic Doctrine, p. 172. ^ The Collected 

Works and Correspondence of David Ricardo, ed. P. SrafTa (1951/52), 9 vols. 
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not the polish of the Wealth of Nations^ nor are they so clearly 
part of a comprehensive social philosophy. Ricardo’s writing is 
more condensed and demands a greater attention from the 
reader. His exposition is rarely relieved by those historical 
digressions and philosophical disquisitions which comfort the 
readers of Adam Smith, even though they may help their author 
to sidetrack analytical obstacles. Smith’s manner of presentation 
was such that his book could eventually be read and enjoyed by 
educated people who were not specialists in economic discus- 
sion. Ricardo, unschooled in the academic manner, was more 
strictly a scientist. He wrote for his fellow economists; and it is 
on them that his influence was greatest. 

A change of method seems to have been necessary in order 
to make a step forward in the discovery of the laws underlying 
the economic system. The rigorous deductive mctJjod which 
is often ascribed to Ricardo replaced the less austere mixture of 
deduction and history which Smith had practised. There is 
plenty of a priori reasoning in the Principles, There is the assump- 
tion of the economic man always striving to achieve his 
maximum advantage; there are postulates about the social 
framework, such as the existence of competition; and illustration 
is generally hypothetical rather than historical. Altogether, the 
reader of the book breathes a highly rarefied air of abstraction. 

Nevertheless, the method had not really changed much. The 
economic man leads as lively an existence in the pages of Smith 
as in those of Ricardo. Even in Smith’s demonstration the work- 
ing of the invisible hand gradually loses its providential basis and 
comes to depend on the social fact of competition. And if 
Ricardo reverted to the method of Tet us suppose’, he did so 
because the essential economic categories, which Smith and his 
l)rcdccessors had laboriously endeavoured to extract from the 
sum total of historical development, were now available in their 
abstract form. Moreover, with all his apparent abstraction, 
Ric.ardo was essentially a practical thinker: in the sense that his 
theorizing was always about his contemporary world, which he 
knew well.^ 

^ Cf. S. N. Patten, ‘ The Interpretation of Ricardo in Quarterly Journal of 
Economics^ 1S93, PP* 322-52. This is also well brought out by a study of his 
numerous contributions to contemporary public and parliamentary 
controversies. 
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The main achievement of Ricardo is to be found in the theory 
of value and distribution. He begins with value and to it he 
devotes his longest chapter. Nor does he leave any doubt about 
his interest in distribution. In the preface to the first edition he 
begins with the statement that the whole produce is divided 
among the three classes of the community, that the proportions 
of this division vary in different stages of society, that ‘ to deter- 
mine the laws which regulate this distribution is the principal 
problem in Political Economy’, and that hitherto there has 
been given ‘very little satisfactory information respecting the 
natural course of rent, profit, and wages’.^ He makes this point 
even more emphatically in a letter to Malthus. Against the 
latter’s definition of political economy as an inquiry into the 
nature and causes of wealth, he urges that ‘it should rather be 
called an inquiry into the laws which determine the division of 
the produce of industry amongst the classes who concur in its 
formation’.^ 

Ricardo was interested in the problems which Smith had 
raised without succeeding in elucidating them. He wanted to 
discover the relations of the different classes of society, and the 
dynamics of the economic system. He found the clue in the most 
striking phenomenon of the economic system, exchange-value. 
His analysis of the causes of value had the same purpose as 
physiocratic theory: the discovery of the origin of the surplus 
product, and a consequent classification of different activities 
and classes of society and of various policies in relation to the 
production, accumulation, and distribution of that surplus 
product. The structure of the Principles is not in harmony with 
Ricardo’s own interest. The argument is often ill arranged. The 
distinction between use-value and exchange-value which is 
quickly discussed in chapter i occupies, in different form, the 
whole of chapter xx. Chapters ii and iii, which contain Ricardo’s 
famous theory of rent, are supplemented by several later chapters 
which controvert the views of Smith and Malthus. The discus- 
sions on price; supply, demand, and foreign trade spread over 
several non-contiguous chapters. Wages and profits, discussed in 
chapters v and vi, are further elucidated in the last chapter but 

^ D. Ricardo, Principles of Political Economy and Taxation (Everyman edition 
1926), p. I. 

* Letters of Ricardo to MalthuSy 1810-1823 (ed. J. Bonar, 1887), p. 1 75. 
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one (added in the third edition) which deals with machinery. 
And a disproportionately large number of chapters are con- 
cerned with the subsidiary problems of taxation.. 

The Theory of Value and Distribution. In view of this absence 
of a logical plan, it is convenient to describe Ricardo’s theory 
under the following headings: first, the theory of value; second, 
the theory of wages, profits, and rent; third, the theory of accu- 
mulation; and, finally, the theory of economic development. To 
complete the picture there must also be added a few words about 
Ricardo’s theories of money, banking, and international trade. 

To understand Ricardo’s development of the theory of value 
it is important to remember the position in which Smith had left 
it. He had wrestled with the determination of value by labour 
(i.e. the actual time of labour used to produce a commodity) 
and its determination by the value of labour. In pre-capitalist 
production this dualism did not matter because the two factors 
could be shown to be identical: the value of an amount of 
labour embodied in a commodity was equal to the value of 
command over the same amount of labour. But in capitalist 
production the value of the labour which the capitalist 
bought was greater than the amount of labour embodied in the 
wages which he gave for it. Thus a surplus appeared which was 
appropriated by the capitalist. On this basis one could argue 
that in capitalist production the postulated identity dis- 
aj)pcared, and that in the exchange of capital and wage-labour 
capital received a greater value than it gcive. This argument 
was chosen by Marx. 

Smith did not develop such an exploitation theory; instead 
he had recourse to an explanation which recognized other 
factors, additional to labour, as productive of value. Ricardo 
was faced with a similar difficulty and his solution represents 
m advance over Smith which avoided the conclusion of Marx. 
He is in advance of Smith because of his greater consistency. 
He refuses to limit the validity of the labour theory of value to 
pre-capitalist times. He deliberately states it as the fundamental 
and universal principle and proceeds to examine how far the 
difierent asj)ects of capitalist economy are compatible with it. 

He begins by referring to Smith’s distinction of the two uses 
^f the term value. He admits that utility is essential if a com- 
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modity is to possess exchange-value, but dismisses it as a measure 
of that value. Exchange- value is derived from scarcity or labour. 
Rare statues or pictures have a value which is not measured by 
the amount of labour originally bestowed upon them. But these 
arc comparatively unimportant commodities in a capitalist 
system. The vast bulk of commodities used by man arc capable 
of almost limitless multiplication. In primitive societies their 
value is determined ‘almost exclusively’ by ‘the comparative 
quantity of labour expended on them’.^ Ricardo uncoyers the 
confusion in Smith’s statement of the theory and concludes that 
it is ‘ the comparative quantity of commodities which\ labour 
will produce that determines their present or past relative value, 
and not the comparative quantities of commodities which are 
given to the labourer in exchange for his labour’. ^ 

But Ricardo is not free from confusion himself. He says that 
the determination of this relative value of commodities helps to 
determine how changes arise in the ratio in which commodities 
exchange, and he speaks in another place of the compara- 
tive values of commodities. However, relative value, as he calls 
it, may change equally for two commodities if the amount of 
labour necessary to produce them alters at the same rate, thus 
leaving their comparative value (the ratio of exchange) un- 
changed. Ricardo seems to be unaware of this double meaning. 
He claims that his interest is in the variations in the relative 
value of commodities and not in their absolute (or real) value. 
Yet it is clear that his own labour theory of value refers precisely 
to that absolute value. It is this confusion between (labour- 
determined) value and the ratio of exchange which was later to 
be used by Bailey in his attack on Ricardo. 

Ricardo tries to show that labour creates value in capitalist 
as well as in primitive conditions of production. In section 3 of 
the first chapter, he states that not only present but also past 
labour, embodied in implements, tools, buildings, etc., deter- 
mines value. The equipment which is used in production 
represents so much stored-up labour which enters into the 
value of the product as it is used up. The question of ownership, 
i.e. of the particular social conditions of production, does not 
affect the result. Value remains determined by current and 

1 D. Ricardo, Principles (Everyman edition), p. 6. 

* ibid., p. 6. 
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stored-up labour, whether the latter belongs to the labourer or 
not. The only difference is that in the latter case the value of the 
product which is appropriated by the capitalist is divided into 
two parts, one which pays the wages of the labourer, the other 
which is the capitalist’s profit. 

In this way Ricardo plunges at once into the problem of profit 
and into the question of wages; and he is brought face to face 
with the dilemma which had made Smith retreat from the labour 
theory. The way in which Ricardo deals with these questions is 
obscure and ill arranged. His solution depends on his theories of 
wages and profits; but although these are not dealt with until 
later, he already anticipates their results in llie sections of the 
first chapter which deal with the law of value in capitalist pro- 
duction. The ostensible purpose of sections 4 and 5 is to show 
how changes in the value of labour (i.e. wages) cause changes in 
the value of commodities owing to the use, in different propor- 
tions, of capital of different degrees of durability and to the differ- 
ing periods of turnover of capital. In other words, he is here 
dealing with certain modifications in the law of value the possi- 
bility of which he had, in controversion of Smith, denied at first, 
but which he appears to have regarded with increasing concern 
and to which he gave more and more space in successive 
editions of the Principles. 

Whatever his original intention, Ricardo does not show in 
these sections that these variations in value have in fact anything 
to do with changes in wages. He does, however, demonstrate 
that, assuming an average rate of profits and an average level of 
wages (both established according to law^s which he developed 
subsequently), the existence of differing capital structures (pro- 
portions of labour and capital), together with the other factors 
mentioned, will lead to the need to modify the law of value. 
Some commodites will exchange at a higher, some at a lower, 
value. Value, as determined by quantity of labour necessary in 
production, is no longer identical with market price; this is equal 
to the wages paid by the capitalist and the average rate of profit 
which he has to earn if he is to continue to employ his capital. 
What Ricardo in fact does is to pose a fresh problem which he 
never solved. Marx, basing himself on the Ricardian theory, 
took this problem up again and evolved the distinction between 
values and price of production. This, however, as we shall sec, 
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did not remove the contradiction and, therefore, offered no 
solution. 

/ On this point must be added the statements of chapter iv, 'On 
Natural and Market Price’, and of chapter xxx, ‘On the 
Influence of Demand and Supply on Prices’. They show again 
Ricardo’s confusion between value (determined by labour) and 
price, which depends on the averaging of profits. A difference 
arises between the two owing to differences in capital structure. 
But the fluctuations with which Ricardo is concerned afe those 
of the market prices due to the changes in supply and demand. 
This particular failure to show how discrepancies arise between 
price and value persists through the theory of rent. It is no. doubt 
due to the influence of Adam Smith, against whose views of the 
problem of value in capitalist production Ricardo was struggling. 
It explains why many later economists claimed to see in Ricardo’s 
work nothing but a cost-of-production theory, and why it was 
possible for them to eliminate the labour theory of value 
altogether. 

Ricardo’s theory of wages and profits contains also a mixture 
of confusion and achievement. In the chapter on wages Ricardo 
regards labour as a commodity whose value must be determined 
in the same way as that of any other commodity. Its ‘natural 
price’ is that which is ‘necessary to enable the labourers, one 
with another, to subsist and to perpetuate their race, without 
either increase or diminution’. This in its turn depends ‘on the 
quantity of food, necessaries, and conveniences which become 
essential to him from habit’. ^ This, in other words, is a subsistence 
theory into which the social and historical factor of habit has 
been introduced. The market price of labour may differ from 
the natural price in accordance with supply and demand; but it 
will always tend to the natural price, which is determined by 
the customary level of subsistencq/">^Vj^^’ 

The principle that population tends to increase with an 
increase in the means of subsistence, which had been fully 
developed by Malthus, underlay the Ricardian theory of wages. 
If wages remained above the natural price for any length of 
time the supply of labour would increase and bring them down 
again. A steady improvement in wages depended on a con- 
tinually increasing demand for labour and that could only be 

^ D. Ricardo, Principles^ p. 52. 
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brought about by perpetual accumulation of capital. Here is 
one way in which the Ricardian insistence on accumulation 
could be made palatable to labour; though, in the factor of 
habit, Ricardo had introduced a new variable which required 
further elaboration if the system was to stand. Ricardo himself 
did not pursue this point; his theory becomes, however, a part 
of his view of economic development. 

In spite of a mixture of arguments Ricardo determines wages 
fairly consistently with his own theory of value. ^The value of 
the labour bought by the capitalist, he says, is determined by 
the quantity of labour embodied in the commodities that form 
the labourer’s subsistence. But at once he has to face Adam 
Smitli’s difficulty. According to the labour theory of value the 
exchange of commodities involves the exchange of equal quanti- 
li(*s of labour embodied in them. This equivalence seems to dis- 
appear when capital and labour are exchanged. The real wages 
paid to the labourer (i.e. the commodities which he buys) 
possess a smaller value than the commodity which he produces 
for tlic capitalist .^Ricardo had clearly pointed out that Smith 
had come to grief through continuing to use as equivalent the 
terms 'amount of labour’ and ‘value of labour' when, as in 
capitalist production, they were no longer equivalent. His own 
way out is simply to say that the value of labour is itself variable, 

‘ being not only affected, as all other things are, by the {proportion 
between the siij^ply and demand, which uniformly varies with 
every change in the condition of the community, but also by the 
varying price of food and other necessaries, on which the wages 
of labour are expended’.^ 

But this is not a complete solution. It does not explain the 
origin of the capitalist’s profit; and it also involves leaving a 
serious gap in the structure of the labour theory of value in so 
far as the value of labour (as Ricardo calls it) is itself concerned. 
Ill capitalist production wage-labour is a commodity like any 
other; indeed, its existence as a commodity is an essential condi- 
tion of capitalism. To establish a theory of value and then to 
make it inoperative in its most im{30rtant application was a 
contradiction in Ricardo’s work which his opponents soon dis- 
covered and used to destroy the whole theory. Ricardo’s for- 
mulation made it impossible for him to solve the problem. We 
1 D. Ricardo, Principles, p. 8. 
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shall see later by what device Marx endeavoured unsuccessfully 
to get out of Ricardo’s difficulty without abandoning the labour 
theory of value. 

Ricardo tried to maintain the labour theory without allowing 
it to lead to a theory of exploitation, as Marx was later to do. 
By making the value of commodities depend on past, equally 
with present labour and by saying that the value of labour varied 
(this involved abandoning his original theory of wages), he 
thought to incorporate capital into his system and to have found 
an explanation for profits. At the same time he thought that he 
had avoided Smith’s admission of capital as a productive^ agent. 
But when he came to d^^l with profits he tacitly accepted; much 
of Smith’s theory.^ ' 

He seems to have bc(:omc increasingly aware of the direction 
in which this theory was taking him and in the end he came very 
near to saying that capital was productive of value. In a letter 
written to McCulloch in 1820 he virtually admitted this. ‘I 
sometimes think’, he said, 'that if I were to write the chapter on 
value again ... 1 should acknowledge tliat the relative value of 
commodities was regulated by two ciiuses instead of by one, 
namely, by the relative quantity of labour necessary to produce 
the commodities in question, and by the rate of profit for the time 
that the capital remained dormant, and until the commodities 
were brought to market. /The theory of distribution, he thought, 
could perhaps be separated from the theory of value. ^After 
all, the great questions of Rent, Wages, and Profits must be 
explained by the proportions in which the whole produce is 
divided between landlords, capitalists, and labourers, and which 
are not essentially connected with the doctrine of value.’ ^ Here 
we see once again that the difference between prices and value 
caused by the existence of different capital structures was lead- 
ing Ricardo to a cost-of-production theory of value. Indeed, in 
one place he speaks of a difference in value being ‘only a just 
compensation for the time that the profits were withheld’.*^ 
The only additional point of importance that Ricardo makes in 
connection with profits is to demonstrate how competition tends 
to establish a uniform rate of profits, by attracting capital into 

^ Letters of David Ricardo to J. R. McCulloch (ed. T. H. Hollander, 1895) 
p. 72. 

^ D. Ricardo, Principles, p. 23. 
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channels which yield a rate above the average and repelling it 
from those in which profits are below the average. It is only 
when he comes to his dynamics that a concept of profits based 
upon the original theory of value reappears. 

In order to make his rescue of the labour theory from the 
Smithian dilemma complete, Ricardo had also to exclude land 
from the creation of value. On the other hand, he had no need 
to avoid conclusions which were hostile to the landed interest. 
If it was his purpose (which was also inherent in the Wealth of 
jS'ations) to imply the productivity of capital, he was also deter- 
mined far more than Smith to represent the claims of landed 
property as economically unjustified. The resulting theory of 
r(’nt reflects these two aims. 

(The significant features of Ricardo’s theory of rent are the 
denial of absolute rent and the explanation of differential rent.) 
The exclusion of absolute rent was essential if the theory of value 
was to remain coherent. The very existence of rent seemed to 
Ricardo to imply that the produce of land exchanged for more 
than its value as compared with manufactured goods. This he 
could not admit. What then was the explanation of the undoubted 
existence of a revenue from landed property? The answer is con- 
tained in his well-known theory of differential rent. By building 
on the foundations laid by Smith he showed that there were 
conditions in which rent did not exist. 

Given differences in the fertility of the soil and in its situation 
ill relation to the market, the cost of production of agricultural 
produce will vary. The price of that produce must, however, be 
high enough to cover the highest cost of production (i.e. the cost 
of production on the worst soil) which, given a certain demand, 
must be incurred in order to bring forth the necessary supply. 
Production on the worst land will just cover cost; cost will equal 
price. On better land a surplus will appear, which will accrue to 
the owner of the land if he cultivated it himself, or may be 
exacted by him from the tenants owing to the competition 
between these for better land. This theory explained not only 
the existence of rent in certain conditions and its absence in 
others; it also made rent into a pure surplus and eliminated it 
from the determination of value. In addition, it explained 
differences in the amount of rent yielded by different lands. 

This way out of the difficulty was certainly more successful 
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than the method which Ricardo had adopted in relation to 
capital. This theory of rent had the advantage of enabling 
Ricardo to inveigh strongly against the landed interest.^ Rent 
still remained a surplus; and in his account of changes in 
the proportions of the revenues of the three classes of society 
which take place in the course of time, Ricardo concluded that 
the share which went to rent increased steadily. This theory 
became in the hands of subsequent writers (and was so to some 
extent in the hands of Ricardo too) a powerful new iwcapon 
against the landed interest. The defenders of rent werq hence- 
forth obliged to stress its constituent element, the interesij on the 
capital, spent in the improvement of land, which Ricardo had 
already mentioned. But the differential theory remained, to 
explain why there were differences in rent even when the capital 
invested was the same. And this differential theory implied the 
notion of a surplus and of an unearned increment. 

Analytically in the terms of Ricardo’s own theoretical system, 
however, the differential theory was not satisfactory. It was 
based on the frequent confusion between value (amount 
of labour) and price (wages plus average profit). Only by 
identifying the two could Ricardo conclude that on the 
poorest (no rent) land, on which price equalled cost, the pro- 
duce sold at its value and the labour theory of value was satisfied. 
Once the identity between value and price was abandoned, the 
problem of fitting rent into the labour theory still remained. 


The Theory of Economic Development, We now have to con- 
sider in what way Ricardo applies his theories of distribution 
and value to the analysis of dynamic problems. His account of 
the effects of capital accumulation on wages, profits, and rent, 
although not systematically worked out, has had an even more 
profound influence on subsequent economic thought than the 
rest of his work. Apart from the fact that it necessarily involves 
highly controversial problems of social welfare, it possesses 
significance also because it has a bearing on the question of 
economic crises which soon after Ricardo’s day begins its 
chequered career in the history of economic thought. 


^ D. Ricardo, Essay on the Influences of a Low Price of Corn on the Profits 
Stock (i 185), passim. 
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Indications of a theory of economic development had already 
appeared in the Wealth of Nations, Smith had shown that profits 
on an average tended to fall with economic progress. Increasing 
accumulation of capital brought with it increasing competition 
among capitalists; and this reduced profits. Ricardo does not 
accept this view. He tries to show that accumulation would only ^ 
tend to reduce profits in certain conditions. In the first place, he 
has to find out how profits vary at all. The price of corn, he 
says, is determined by the ‘quantity of labour necessary to pro- 
duce it, with that portion or capital which pays no rent’. The 
price of manufactured goods rises and falls in accordance with 
the amount of labour necessary to produce them. The whole 
value of manufactured goods and of the corn grown on the no- 
rent land is divided into two parts only: profits and wages. Then 
follows a vital passage: ‘Supposing corn and manufactured 
goods always to sell at the same price, profits would be high 
or low in proportion as wages were low or high. But suppose 
corn to rise in price because more labour is necessary to produce 
it; that cause will not raise the price of manufactured goods in 
the production of which no additional quantity of labour is 
required. If, then, wages continue the same, the profits of 
manufacturers would remain the same; but if, as it is absolutely 
certain, wages should rise with the price of corn, then these 
profits would necessarily fall.’^ 

Ricardo thus uses his theory of differential rent, his subsis- 
tence theory of wages, and his own version of the labour theory 
of value to show that profits and wages are inversely related. It 
follows that though competition will tend to establish a uniform 
rate of profits, the accumulation of capital will reduce that rate 
only if it is accompanied by a rise in wages. In other words, 
population must grow more slowly than capital, the demand for 
labour must increase at a greater rate than its supply, if, as a 
consequence of the rise in wages, profits are to fall. The theory 
of population shows that such a permanent excess of demand 
over supply is impossible. Yet Ricardo maintains that there is a 
tendency for profits to fall, only for a different reason. Because 
he regards profits and wages as inversely related, the reason for 
the fall of the former must still be found in a circumstance which 
makes the latter rise. Wages, according to this theory, will rise 
^ D. Ricardo, Principles^ p. 64. 
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if the value of the commodities which form the labourer’s subsis- 
tence rises. But the value of manufactured goods must decline 
with the progressive improvement in the productivity of labour. 
Thus only food remains; and here the theory of rent is called in 
to furnish an explanation. It amounts to this, that ‘the only 
adequate and permanent cause for the rise of wages is the 
increasing difficulty of providing food and necessaries for the 
increasing number of workmen’.^ 

The theory of differential rent implies that progressively less 
fertile (or less favourably situated) lands are taken into Cultiva- 
tion as population and the demand for food increase. It was this 
implication which was expressed in the ‘law of diminishing 
returns’ and formed the basis of the Malthusian theory of 
population. It meant that in spite of his references to the rent- 
lowering effects of some improvement in agriculture- Ricardo 
continued to believe in a progressive decline of the fertility of 
land and in a continual rise in the price of food. Money wages, 
he thought, would have to go on rising in order to keep up with 
the rising cost of subsistence, though real wages need not rise, 
Rent would rise steadily and profits would as steadily decline./^\ 
Ricardo draws a pessimistic picture of the future. What is 
more, he implicity destroys the harmony of social interests 
which Smith had been at pains to establish. The interest 
of the landlord is now opposed not only to that of the labourer 
and industrialist; it conflicts also with the gemeral interest 
of society. It requires that the price of food should continually 
rise while both capitalist and workers desire a low cost of 
subsistence. ‘The dealings between the landlord and the 
public are not like dealings in trade, whereby both the seller and 
the buyer may equally be said to gain, but the loss is wholly on 
one side, and the gain wholly on the other.’ Adam Smith, 
although many of his conclusions were antagonistic to the 
landed interest, had still identified the interests of the landlord 
with those of society. Ricardo’s theory of rent leads to a more 
ruthless conclusion. ‘The interest of the landlord is always 
opposed to that of the consumer and manufacturer.’ It is to ‘the 
interest of the landlord that the cost attending the production of 
corn should be increased. This, however, is not the interest of 

^ D. Ricardo, Principles, p. 197. 

2 ibid., pp. 40, 42 sgq, 
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the consumer . . . neither is it the interest of the manufacturer. 

. . . All classes, therefore, except the landlords will be injured by 
the increase in the price of corn.’^ 

It is true that this prognosis rested on a fallacious interpreta- 
tion of the differential theory of rent. Even if poorer lands are 
taken into cultivation as society progresses, the application of 
science to agriculture can more than make up for the deteriora- 
tion of the soil used. The Taw of diminishing returns’, on which 
Ricardo based the theory of rent and Malthus the theory of 
population, is certainly not applicable to conditions of change. 
As later economists have shown, it expresses a formal relation in 
an idealized state of stationary equilibrium, and it contains an 
(^lerncnt of historical truth only in the very rare cases in which 
technique does not change. Moreover, the theory of differential 
rent does not require that the fertility of land should con- 
tinually decline; it only rests on the existence of lands of 
differing fertilities. It is possible for general fertility to increase 
without altering the relative fertilities of different cjualities of 
soil. The price of agricultural produce could, therefore, fall 
while rent increased. Nevertheless, there are aspects of the 
Ricardian theory of the rising trend of the price of food which 
sonic modern economists have found to have a good deal of 
validity. Particularly in certain theories about the longer-term 
trend in the terms on which industrial and agricultural coun- 
tries exchange their products something of the Ricardian 
system comes to life again. 

The other aspect of Ricardo’s theory of economic develop- 
ment, the decline of the rate of profits, was also based on an 
unsound foundation. The tendency for the rate of profits to fall 
could only be true if profits were indeed inversely related to 
wages. In his discussion of capital Ricardo himself had dimly 
realized that two separate categories could be distinguished: the 
I ate of profit which bore a relation to capital, and the surplus, 
which consisted of tlie difference between the value of a com- 
modity and the wages paid by the capitalist to the worker who 
produced it. But he did not work out the distinction and con- 
cluded that if wages fell, profits rose, and vice versa, without 
pointing out that this did not necessarily apply to the rate of 
profits. 

1 D. Ricardo, Principles^ p. 225. 
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But the analytical faults in Ricardo’s theory made no 
difference to its effect on political thought and action. Ricardo 
was as ardent a free-trader and believer in competition as Adam 
Smith. And with his theory of rent he had provided free-trade 
doctrine with a specific problem to tackle. The interests of 
society demanded a low price for corn. A rise, however, seemed 
inevitable particularly in view of the observed rise during the 
crises of the Napoleonic wars; and the only way to delay it was to 
secure as large a supply as possible, in particular from countries in 
which the fertility of the soil had not yet appreciably declined. 
The abolition of the Corn Laws, in the interests of cheap food and 
low manufacturing cost, was now based on an economic analysis 
and became the immediate objective of the free-trade movement. 

Tlic doctrine of rent also became not only an important 
theoretical weapon in the campaign against the Corn Laws; it 
was to be the foundation of the single-tax and land-national- 
ization proposals of later social reformers. Moreover, once the 
possibility of a conflict of individual and common interest and 
exploitation arising from one form of property had been 
admitted, it became possible to criticize in similar terms other 
forms of exploitation. 'Llius, the post-Ricardiaii English socialists 
and Marx started where Ricardo left ofl', and, to the extent to 
which they drew their intellectual ammunition from Ricardo, 
the previously quoted charge by Carey contains at least an 
clement of ‘hindsight’. 

Two other questions connected with the accumulation of 
capital have a place in the Ricardian system: over-production 
and crises. Ricardo’s Principles do not contain much on cither of 
these points. Writing at a time when capitalism had not reached 
maturity, he had little to say about crises. He had witnessed the 
disturbances of the Napoleonic wars and was forced to deal with 
the problem of fluctuations in economic activity. But he only 
devotes one short chapter to it, which he significantly calls ‘ On 
Sudden Changes in the Channels of Trade’. Here, he ascribes 
these changes to fortuitous circumstances and not to any cause 
inherent in the economic system. War, taxation, fashion will 
alter the relative profitability ofdiflTerent branches of production 
both in the country in which these factors operate and in the 
countries that maintain trading relations with it. Labour and 
capital will have to be transferred and distress will occur until 
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the economic system has adapted itself to the changed condi- 
tions. Rich countries, which have large amounts of capital 
invested in manufacturing industry, will find these sudden dis- 
locations more painful than poor countries. And even agricul- 
ture will be affected by wars and the changes in the export 
and import of produce which they bring about. 

Having put these causes of economic fluctuations outside the 
economic system, it is natural that Ricardo should also claim 
that that system had no inherent tendencies to disequilibrium. 
In this respect he was accepting the theory which he attributed 
to tlie French economist, Jean Baptiste Say, that there could 
never be any general over-production or glut of capital in a 
cniintry. This view became a very important part of the classical 
tradition. Ricardo's advocacy of it involved him in a con- 
troversy with his friend Malthus which is one of the most 
famous in the history of economic thought. This controversy 
revealed an important departure from, and criticism of, the 
classical position and is therefore deferred to the next chapter. 

The summary given in the next chapter shows Ricardo to have 
been, on the whole, a faithful supporter of the prevailing theory 
of tlie market. However, some important differences between 
him and his less important contemporaries should be pointed 
out. We have seen that, according to Ricardo, economic 
progress, by bringing about a fall in the rate of profit, involves 
a diminution in the motive to accumulation. This consequence 
of the theory of economic development is not directly incom- 
patible with the manner in which Ricardo had ujAudd Say’s 
law. Nevertheless, it leaves Ricardo’s complacency on the score 
iliat a glut of capital was impossible in a somewhat shaken 
condition. In Ricardo’s version of Say’s law we shall find that 
a fall in tlie rate of profit as an accompaniment to capital 
accumulation is only a temporary phenomenon, caused by a 
delay in the assertion of the* principle of population. But we 
know that he maintains also that there is an historical tendency 
for such a fall in the rate of profit produced by the working of 
the principle of diminishing returns. Thus we shall see that 
Ricardo goes lieyond the tautologies of Say and tries to formu- 
late the theory of the market in a way which is more in 
harmony with the fundamental facts of a capitalist profit 
economy. 
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Another of his doctrines which may be mentioned here 
also has a bearing on the theory of the level, development, 
and fluctuation of economic activity. This is Ricardo’s theory 
concerning the effects of technical progress. In the third 
edition of his Principles ^ published in 1821, Ricardo included 
a new chapter entitled ‘On Machinery’. In this he sets 
down views which contradict theories current at the time 
and to which Ricardo himself, so he tells us, had previously 
subscribed. This classical theory from which Ricardo (Jissented 
was a close corollary of Say’s law of the market. It was a reply 
to the antagonism which had greeted the spread of machinery 
in the eighteenth and nineteenth centuries. The fear^^ eff the 
workers, it was argued, were groundless. There would be 
temporary hardships; but, in the long run, the increase of 
machinery could only be beneficial. An increase in machinery, 
it was pointed out, increased the productivity of labour, and 
thus the supply of goods. According to Say’s law, the demand 
for goods would inevitably increase also. And so displacement of 
labour could only be temporary; reabsorption of labour, either 
in the same or in other industries, was inevitable in the long 
run; and an increase in the totcil product of industry could be 
expected as the ultimate consequence of technical progress. 
This view, with elaborations and refinements, held sway 
throughout the nineteenth century as far as the main stream of 
economic thought was concerned. Ricardo however, who clung 
(though somewhat inconsistently) to Say’s law, abandoned this 
important corollary. 

Ricardo’s view on machinery may be summarized as follows. 
He begins by laying stress on the motive force of capitalist pro- 
duction, the individual entrepreneur’s expectation of profit. The 
introduction of machinery, he argues, will be determined by its 
expected effect upon profit, or, as he puts it, upon the net 
produce rather than upon the gross produce of industry. With 
the aid of an arithmetical example, Ricardo shows that an 
increase in machinery may lead to an increase in the net product 
with an accompanying decline in the gross product. This means, 
of course, that a permanent displacement of labour could be 
caused by the introduction of new technical devices. Ricardo 
concludes that an ‘increase of the net produce of a country is 
compatible with the diminution of the gross produce’, and 
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‘ that the opinion entertained by the labouring class, that the 
employment of machinery is frequently detrimental to their 
interests, is not founded on prejudice and error, but is con- 
formable to the correct principles of political economy’.^ 

Later economists have pointed out that Ricardo’s con- 
clusion only held for the short run. The Swedish economist, 
Knut Wicksell, in particular argued that in the long run 
the displacement of workers from enterprises which employed 
the labour-saving devices would lower wages and would 
make the continuance of some enterprises with the older 
methods once again profitable. ^ But the main importance of 
the whole discussion was shifted to another level by some 
remarks made by Ricardo himself. As if to sum up and empha- 
size his earlier conclusion, he added some views which he had 
taken over from a contemporary work by John Barton, Observa- 
tions on the Circumstances which Influence the Conditions of the 
Labouring Classes (1817). Returning to his tlieory of economic 
development, he argued that ‘with every increase of capital 
and population, food will generally rise’. This must bring 
about a rise in wages, ‘and every rise of wages will have a 
tendency to determine the saved capital in a greater proportion 
than before to the employment of machinery’. Thus ‘machin- 
ery and labour are in constant competition, and the former 
can frequently not be employed until labour (i.e. wages) 
rises’.^ Ricardo thus states that the historical tendency of 
capital accumulation involves a change in the proportions 
in which capital is laid out. According to him, ‘with every 
augmentation of capital, a greater proportion of it is employed 
on machinery’. As for the demand for labour, it ‘will continue 
to increase with an increase of capital, but not in proportion to 
its increase; the ratio will, necessarily, be a diminishing ratio 
Ricardo had already admitted that quite apart from the 
question of an increase in the net product, the manner in 
which a net product of given size is consumed affected the 
demand for labour. He urged that the employment out of the 
capitalists’ profit of unproductive labour (‘retainers, or menial 

^ D. Ricardo, Principles, p. 383. 

3^* Lectures on Political Economy (i93^)> vol. i, p. 13. 

D. Ricardo, Principles, p, 386. 

ibid., p. 387. 
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servants’) was to be preferred to expenditure on luxury goods. 
For although the gross produce would be the same in either 
case, the disposition of the net produce in the former rather 
than the latter manner would increase the demand for labour. 
It seems therefore that if, as Ricardo himself did, we generalize 
the question so as to bring it into line with the problem dealt 
with by Say’s law and try to ascertain the effects on the demand 
for labour of capital accumulation, the gross product— net 
product relation, first emphasized by Ricardo, ceases; to be of 
importance. On the other hand, the door is opened tp further 
exploration of the changes which occur in the occupational 
structure of the population and the new forms in which demand 
arises as the economy progresses through the accumulation of 
capital. 

Thus, in this respect, no less than in regard to the original 
point of the theory of the market, Ricardo left the automatic self- 
regulation of the classical system in a seriously weakened condi- 
tion. It has been the fashion in recent years to regard Ricardo’s 
work as the most distinct exposition of tlic belief contained in the 
classical theory that the economic system automatically achieved 
full employment and equilibrium through time, and that 
fluctuations of economic activity or prolonged stagnation were 
impossible. Closer examination reveals, however, that Ricardo’s 
analysis, because it penetrated to greater depths than did that 
of his contemporaries, was by far the least tautologous statement 
of these classical beliefs. It left open many problems to which 
subsequent theories could be attached. The theories of over- 
accumulation and under-consumption propounded by Malthus 
and Sismondi and by many nineteenth-century writers which 
broke against the smooth wall of the tautologies of Say and 
James Mill would have found a less intransigent opponent in 
the Ricardian theory. Again, many modern theories of techno- 
logical unemployment or of disproportions in the structure of 
production can be traced back to the views enunciated by 
Ricardo. v)^ 

Ricardo’s other theories, though important in their special 
fields, do not affect his general position. A very brief summary 
must suffice. These theories concern the problems of money and 
banking and the mechanism of international payments. Ricardo 
was led to their study by urgent questions of the day. He had 

192 



RICARDO 


witnessed the great currency upheavals connected with the wars 
and he had seen the suspension of cash payments in 1797, the 
great depreciation of paper money, and the marked rise in prices 
which followed it. In The High Price of Bullion, published in 1809, 
on the eve of the issue of the famous report of the Bullion Com- 
mittee, he explained that these phenomena had been caused by an 
over-issue of paper money. He developed a rigorous quantity 
theory of money, applied it to the international mechanism, 
showed that inflation and depreciation caused an outflow of 
gold, and proposed that the Bank of England should gradu- 
ally reduce the amount of notes in circulation until the price 
of gold had been brought down to its previous level. Ricardo 
did not advocate the complete abolition of paper money. On 
the contrary, like Adam Smith, he regarded the use of a sub- 
stitute for the money metal as an important corollary ol'ccono- 
inic progress and he urged the complete withdrawal ofgold from 
active circulation. What he advocated was a gold-bullion stan- 
dard in which there were no gold coins, aiiel banknote's were', 
cemvertible at a fixed rate, but only in large amounts, intei 
gold bars. The essence of Ricardo’s theory was accepted by 
the Bullion Committee, and subsequent lianking legislation, 
particuhirly the resumption of cash payments in 1822 and 
Peel’s Bank Charter Act of 1844, reflect streingly the Ricardian 
influence. 

It is necessary to point out that Ricardo’s treatment of money 
is by no means free from inconsistency, for h(^ had himscll 
approached the question of money from the point of view of the 
labour tlieory of value. He had said that the value ofgold and 
silver, like that of other commodities, was determined by the 
amount of hibour in them. Given their value, the quantity of 
currency in a country will be determined by the sum ol‘ the 
values of all goods that enter into exchange. The metals may be 
replaced in the process of circulation by substitutes (paper 
money), which must be issued in a proportion determined by 
the value of the money metal. I'he essence of this theory of 
money is that the quantity of currency depends on prices and 
not vice versa. Here is a clear conflict with the quantity theory. 

But it is the latter to which Ricardo has recourse in stating his 
theory of international payments. His analysis is now a part of 
accepted economic theory. Briefly, it amounts to this: a rise or 
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fall in prices is due to an excess or deficiency of the amount of 
currency in circulation. If that currency consists entirely of the 
internationally accepted precious metals, the fluctuations in the 
circulating medium (and therefore in prices) will bring about 
their own correction. If, for example, there is too much gold in 
circulation prices will rise and imports will be stimulated. This 
will cause gold to leave the country; the initial excess of gold 
will disappear and with it the high prices. This movement 
cannot take place when part of the currency consisU of bank- 
notes. It becomes, therefore, an object of banking molicy to 
regulate the issue of notes in accordance with the intepiatioual 
movements of gold and so to reproduce the conditions of a 
purely iTK'tallic circulation. This object was accepted by the 
exponents of the so-called ‘currency principle’ and became a 
tradition of central bank policy. Ricardo, who was largely 
responsible for establishing it, did not work out clearly its con- 
sequences for his own theory. He did not realize that it ascrilx'd 
to the precious metals so great an importance as to be almost 
reminiscent of bullionist ideas. Nor did he seem to be fully aware 
of its inconsistency with his own theory of value. 

The importance of Ricardo is that of every great scientific 
pioneer. He succeeded even more than Smith in isolating the 
chief categories of the economic system. He left to his successors 
many unsolved problems, but he also indicated ways in which 
they might be solved. Several streams of thotight have their 
origin in his work. On the one hand the Marxian theory, 
though in a distorted form, makes use of th(‘ imj^erfcctions of 
classical political economy as expressed by Ricardo. At the saim* 
time, the disintegration of the labour theory of value begins wnlh 
Ricardo's immediate followers. His emphasis on distribution 
raised the question of class relations and directed attention 
social and historical factors in economic analysis. It also marked 
the end of the search for an index to the wealth of a com- 
munity and shifted emphasis from the problems of absolute 
quantity to those of proportion. Ricardo’s own preoccupation 
with the problem of relative values stimulated interest in the 
determination of individual prices, and this became the c hief 
problem of economics in the latter part of the nineteenth cen- 
tury. Thus modern economics with its interest in the problems 
of equilibrium may still claim Ricardo as its founder. 
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Malthus^s Theory of Population 

Several references have already been made to the work of one 
whom it is usual to regard as a member of the classical system. But 
'Fhomas Robert Malthus has only one foot in the Ricardian 
camp. His theories of rent and population are important parts 
of economic classicism. Yet although Malthus achieved great 
fame as tlie exponent of a particular view on these subjects, they 
arc not his most important contributions to economic thought. 
His systematic treatise is noted mainly for its attack on the 
Ricardian doctrines of capital accumulation and, in a minor 
way, for its exposition of a dissenting theory of value. Malthus is 
in these less original than his modern admirers realize; but 
there is no doubt that in retrospect his criticism of, rather than 
his acquiescence in, classicism is of importance. However, in 
this ciiapter we arc concerned with him as a member of the 
classical school. 

We si lall see that much of Malthus's opposition to the Ricardian 
theory of accumulaticm has certain social and political roots. 
Mis views on population and rent were the results of a reaction 
to his domestic environment. His father, Daniel Malthus, was an 
educated country gentleman with intellectual interests and 
liix'ral beliefs. H(! was a friend of Himu* (llirongli whom he met 
Rousseau), an admirer of Condorcct, and a disciple of the lat- 
tci’s Englisli interpreter, (lodwin. He shared Godwin’s optim- 
ism about the future and believed with him in the perfectibility 
ol'ilie human race and in the possibility of achieving an age in 
which reason reigned, and all were happy and equal. 

Robert Malthus reacted against these views. He was impressed 
by the views of population in the Wealth of Nations and the works 
of earlier writers, and by the law of diminishing returns which 
was in the minds of many economists and which had been stated 
dearly by Turgot. He combined these fragments into a theory of 
population, the conclusion of which contradicted the prevailing 
optimism. In 1798 he published anonymously the Essay on the 
principle of population as it affects the future improvement of society. 
What he opposed to the optimism of Condorcet and Godwin was 
the fear of population tending to outrun the means of subsistence. 
Given the ‘passion between the sexes’, the need for food, the 
observed fact that population increased when the means of 
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subsistence increased, and the declining yield of the soil, the 
point must be reached when the increase of population over- 
takes the increase in the supply of food. 

Malthus expressed this in the formula that population tended 
to increase in a geometrical progression (i, 2, 4, 8, i6, 32 . . .) 
while subsistence increased only in arithmetical progression 
(i, 2, 3, 4, 3, 6 . . . ). It may well be that he regarded this 
formula merely as an illustration. But its expression in this form 
helped to make his theory spectacular and to draw [upon it 
support and criticism in abundance. Malthus thought that the 
only means of keeping population within the limits of subsistence 
were vii'c‘ and misery, and he thus disposed of the opdmistic 
view of the future of society. 

After the publication of the first edition of his pamphlet 
Malthus travelled widely and endeavoured to collect inductive 
proof* for his theory. In the second edition of 1803 and in subse- 
quent ones the Essay became an elaborate treatise. The progres- 
sions were no longer insisted on; historical material was intro- 
duced to buttress the thesis; the law was carefully summarized 
into thr(‘e pro]')ositions; and a new check on the excessive growth 
of population was introduced. The three propositions are: [a] 
population is necessarily limited by the means of subsistence; [b) 
population increases where the means of subsistence increase 
unless prevented by some powerful and obvious checks; {c) these 
checks and the checks which repress the superior power of popu- 
lation and keep its effects on a level with the means of subsistence 
are all resolvable into moral restraint, vice, and misery.^ 

Excess population could be obviated by two kinds of checks: 
positive and preventive. The former were all those which 
increased the death-rate, like wars and famines; the latter, 
which diminished the birth-rate, were vice and moral restraint. 
As a practical policy Malthus proposed that people should be 
discouraged from helping to increase the population. They 
should be urged to exercise moral restraint, by which Malthus 
meant ‘abstention from marriage not followed by irregular 
gratification’. And the poor in particular should be enjoined to 
exercise great prudence and not to rush into marriage and the 
creation of a family without due regard for the future. As a 
consequence Malthus was a strong opponent of Poor Relief. He 
^ Essay on Population (Everyman edition), vol. i, pp. 18-19. 
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advocated that the state should not recognize the right of the 
poor to receive support; and that it should abolish the Poor 
Law. Charity, private or public, was no remedy for the improvi- 
dence which had caused the misery of the poor. The poor had 
brought about their own distress (or, at any rate, their parents, 
who were not schooled in the Malthusian theory, were respon- 
sible), and relief only provided an incentive for aggravating the 
problem. 

The real basis of Malthus’s theory of population is ihc one 
which underlies An Enquiry into the Nature and Progress of Rent 
(1815), in which he expounded a theory of differential rent 
similar to that of Ricardo. That basis was an application of the 
‘law of diminishing returns’. Turgot’s statement that a doubling 
of the capital invested in agriculture would not double the yield 
w^as naturally understood, at first, as a law peculiar to agricul- 
tural production. If, after a time, an increased application of 
labour and capital to a given piece of land began to produce a 
less than proportionate increase in yield, more and poorer land 
would have to be taken into cultivation. Hence the increase in 
differential rent which Ricardo and Maltlius postulated. Hence 
also the increasing difficulty of providing subsistence for a grew- 
ing population. The dynamics of Mallhus and Ricardo require 
this particular law as a basis. 

The facts of economic development after Malthus sufficiently 
contradicted his prognosis. A modern economist inquiring into 
changes in population will find that the development of contra- 
ceptive devices has made a great difference to Malt bus’s expecta- 
tion. But even more important than the changes on the side of 
])opulation have been those which have affected the food suj)ply. 
Tlic opening up of new areas of the world and the development 
ol scientific methods in agriculture have increased and made it 
possible to increase still further the means of subsistence so as to 
maintain a larger population at a higher standard of living. As a 
dynamic principle, the ‘law of diminishing returns’ was clearly 
disproved; its place in modern economics is that of a law relating 
to the idealized condition of stationary ccpiilibrium. ^Vitll the 
disappearance of this analytical support Mahlius’s theory of 
population and the dynamic consequences of Ricardo’s theory 
of differential rent also fell to the ground. There also went with it 
some of the theoretical superstructure concerning wages, capital 
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and profits which Ricardo had built on his labour theory 
of value. 

We have come to the end of the classical system. In the next 
three chapters wc. shall sec the reaction and criticism which it 
called forth and its [gradual transformation into a new body of 
i^enerally accepted economic doc trine. 



CHAPTER V 


Reaction and Revolution 

The Shortcomings of Classicism 

( classical political economy can be viewed as a representation 
of the economic structure of the time, as a scientific system, as a 
theory ol' development and as a theory of economic policy. A 
study of Smith, Ricardo, and of the lesser writers of the school 
shows that those who developed classicism looked upon their 
work as an intej^ration of these four aspects of economic inquiry. 
Although their ellbrt to build a comj)rchensivc economic theory 
prodticed some contradictions, it is a measure of their greatness 
that llu; system they built remained substantially appropriate 
lor many generations and, indeed, in a measure to this day. 
With the exception of Marx’s attempt to erect an entirely dif- 
fcieiit structure on classical fouudatiems, no now ‘system’ 
cincrgcs from subsequent economic enquiry until the last 
(piaiter of the nineteenth century. And, indeed, not until the 
last twenty years has it become possible once again to synthesize 
what remains of classicism, the achievements of the marginalist 
schools and the intellectual discoveries of the most recent past 
into a new and comprehensive theory of the economy. 

d’he classics were most successful perhaps in their repre- 
sentation of early capitalism. Their abstractions were far 
more representative of the essence of reality than anything that 
hed gone before. But even some of their abstractions and assump- 
tions became inadequate with changes in the quality of the 
c:'pitalist system. In this respect, however, the faults which were 
later revealed were more closely connected with inadequacies in 
the other parts of their analysis. As a scientific system, too, 
f'lassicism achieved a far greater degree of perfection than pre- 
vious economic thought. It attempted to relate every part of its 
analytical structure to every other and to the whole. And in so 
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far as emphasis on the functional interdependence of its com- 
ponent parts is a characlcristic of a scientific system, the classics 
were the finindcrs of economic science. They certainly did not 
avoid mistakes; and the inconsistencies which we have noted 
caused the distintegration of much of their logical structure. 

As a tlieory of economic devclpmcnt classicism was much less 
successful. Not only did tlic logical weaknesses of its static 
s)'st(an rob it of a basis on which to build an economic dynamic; 
on many important points its outlook was essentially ijuihis- 
torical. In spite of their attention to })ast fact and idea aiid in 
spite of (li('ir preoccupation with the future, the classical waiters 
were' generally static in their view of the economic order. Klany 
of th(‘ir speculation about economic development showed great 
vision, for cxarnjdc, in spite of their shortcomings, Ricardo's 
th(‘ory of capital accumulation or Malthus’s theory of popula- 
tion. But tlicy r(;gard(*d tlu*ir categories as inherent in human 
nature, and, therefore, as possessing eternal x alidity. And while 
they saw the absciK'c, in earlier systems, of the manner and 
moti\(‘s of human conduct of their own day, they could not 
bring thcinselvc's to cn\ isage the possibility that tluTC might be 
furtluM' cliange in the course of time. 

As part of a political theory economic classicism was consis- 
tently successful and long-lived. Some of its characteristics 
in this regard have already been noted. The labour theory of 
value had its roots in tlie theory of property which was part of 
the natural jfiiilosophy as developed, for example, by Locke. 
Labour constituted the source of, and title to, property in the 
natural state. The natural state demanded, therefore, freedom 
from any intervention which would disturb the natural property 
relations. Here, however, a possible conflict appears. The 
classical school applied the requirements of the natural order to 
the facts of the real world. Because in the real world the property 
relations which had been established in a long historical evolu- 
tion were by no means equivalent to those of the natural order, 
it became possible to draw from the classical economic analysis 
dilTcrcnt political conclusions. One trend becomes conservative 
with regard to the existing social order, the other critical These 
conflicting trends of course, run through classical literature. 

Not only the postulate of freedom, but also the assumption of 
a harmony of interests which underlay the classical school, 
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became the subject of conflicting conservative and radical 
interpretations after the appearance of utilitarianism. It is not 
necessary to go here into the details of utilitarian philosophy. 
But it must be pointed out that in assuming the existence of 
social harmony, classicism could be held to imply an egidilarian 
view of society; it considered the poor equally with the rich in 
calculating a maximum of social advantage. Bcntham, the 
greatest exponent of this philosophy, went so far as to regard as 
desirable an ec[ual distribution of income, a conclusion which 
many economists tried to defend later by means of a psycholo- 
gical refinement of Bentham’s analysis. At any rate, the egali- 
tarian interpretation of the concept of harmony could claim as 
much authority as the conservative one. 

The criticisms of the classical school can be roughly divided 
into a technical and a political one. The former endeavours to 
eliminate logical inconsistencies and analytical imptafections. 
'fhe latter attacks the political implications of classical econo- 
mic analysis. These two kinds of criticism cannot be strictly 
separated. Technical criticism is often inspired by sui)j)orl of, or 
opposition to, the political philosophy underlying classicism. If 
this philosophy is accepted, the economic analysis may still be 
regarded as an insufficient basis. Attempts arc then made to 
buttress it with fresh economic arguments. On the other hand, 
if the social philosophy is not accepted, criticism fastens on 
the inadequacies of the economic analysis. It is not always 
possible to disentangle the two types of attack cm the classical 
school, but some such division must be made. In this chapter 
we arc concerned with theoretical developments which carry 
with them, explicitly or implicity, a criticism of the soc ial and 
political doctrines of the classical school. 


Malthus's Critique of Accumulation 

Indeed, the first attack upon classicism docs not come as an 
explicit negation of its general conclusions. It comes in the 
guise of a highly technical argument which accepts many of the 
fundamental tenets of the Ricardian school but opposes their 
application to certain practical problems. This attack is 
Malihus’s theory of gluts. Ricardo, as we have seen, had 
accepted Say’s dictum (which may have been due to James 
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Mill, in the first placc)^ that general over-production was 
impossible. We shall meet Say again as a Continental popu- 
larizcr of Smith and as one of the chief critics of the labour 
theory of value. He is important here for his theory of the 
market, the theorie des debauchees^ which he developed in his Traiie 
d'Economie politique^ published in 1803. The theory rests on the 
concept that every supply involves a demand, that product 
exchanges for product, that every commodity put on the market 
creates its own demand, and that every demand exerted in the 
market creates its own supply. ' 

Put in this way, the theorem contains a simple statc^^icnt 
about the interdependence of an excliangc economy. Its' im- 
portance lies in its application. If supply and demand are indis- 
solubly l)ound together one can deny, as did Say and Ricardo, 
tlie possibility of a general glut of commodities, of general over- 
productiem. Partial over-production may well occur. One cannot 
deny that from time to time certain commodilies arc produced 
in excess of demand, i.e. that costs are incurred in ])rodu(:tion 
which price su]:)scqucntly does not cover. But tliat only means 
that otlier commodities have not been produced in a quantity 
sufTicient to supply the demand for them. As Ricardo’s most 
faithful disciple, James Mill, put it, ‘there never can be a super- 
abundant supply in particular instances, and hence a fall in 
exchangeable value below cost of production with{.>ul a corres- 
ponding deficiency of supply, and hence a rise in exchangeable 
value beyond cost of production in other instances’, Sucli partial 
maladjustments must correct themselves. If there be ‘from 
maladjustment, . . . superabundance or defect’, tlie rise and fall 
in prices would alter the relative profitability of different lines 
of production. ‘There are certain kinds of goods which it is less 
profitable than usual to produce: and this is an inequality 
which tends immediately to correct itself.’ 

‘No man’, said Ricardo, adopting Say’s argument, ‘produces 
but with a view to consume or sell, and he never sells but with 
an intention to purchase some other commodity, which may be 
immediately useful to him or which may contribute to future 
production. By producing, then, he necessarily becomes cither 
the consumer of his own goods, or the purchaser and consumer 

^ Gf. M. Dobb, Political Economy and Capitalism (1937), p. 41. 

® James ^Elements of Political Economy (2nd edition, 1824), PP* 234“^* 
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of the goods of some other person.’^ If all individual supplies 
and demands are exactly balanced, demand and supply in the 
aggregate must clearly also be balanced. If an individual balance 
is disturbed; if, for example, there is a glut of cloth, because 
supply has been increased, while demand has remained 
unchanged, ‘there must of necessity be a deficiency of other 
things; for the additional quantity of cloth, which has been 
made, could be made by one means only, by withdrawing 
( apital from the production of other commodities, and thereby 
lessening the quantity produced ... a demand equal to the 
grc'ater quantity remaining, the quantity of that commodity is 
defective’.^ A supply in excess of demand of one commodity is 
balanced by a supj^ly below demand of another commodity. A 
general glut of commodities, distinct from the temporary dislo- 
cation of equilibrium in the supply and demand of particular 
goods, is thus impossible. 

But Say and the Ricardians drew yet a further conclusion. 
As geiuTal over-production was impossible, it w^as also incon- 
ceivable that there should ever be an accumulation of capital in 
excess of the use to which it could be put. This was the really 
important point. Ricardo and James Mill, even more than 
Smith, were anxious to show that continual capital accumulation 
v\as beindicial. One method wdiich Ricardo liad used to prove 
this was to show that a rise in wages depended upon an increase 
in the capital of the community. But he also wished to demon- 
strate the stricter theorem that capital accumulation could 
never be harmful, d’he proposition he had to prove was that 
there could not 'be accumulated in a country any amount of 
(apital wdiich cannot be employed productively’. The only 
(‘ause which could make the motive for accumulation cease 
was a rise in wages (occasioned by the rising cost of subsistence) 
to such an extent that profits diminished below the level at 
which further accumulation was profitable.’^ 

The identity of supply and demand (and the impossibility of 
demand falling below^ supply) is easy enough to demonstrate if 
it is assumed that what is currently produced is also currently 
consumed. But the accumulation of capital creates a difficulty. 

^ p. Ricardo, Tlw Principles of Political Economy and Taxation (Everyman 
edition), j)p. 192-3 

^Janies Mill, Elements, pp. 228-9 ^ D. Ricardo, Principles, p. 193. 
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Ricardo’s proof depended on being able to show that there was 
as inevitable a balance of supply and demand, as far as capital 
was concerned, as there was in regard to goods. The distinction 
between productive and unproductive labour was applied to 
consumption in order to give this proof. 

Following Smith, Ricardo makes a distinction between pro- 
ductive labour and unproductive labour. The former produces a 
surplus above the wages paid to it; the latter docs not. The 
French economist Sismoncli put it in the form that| pro- 
ductive labour (xchanges for capital, unproductive labour 
for revenue. Ricardo also distinguishes between productive 
consumption and unproductive consumption. The former 
involves spending in order to produce, that is, to set productive 
labour in motion, by paying wages and providing the instru- 
ments of production ajid the necessary raw materials. Unpro- 
ductive consumption docs not aim at further production. A per- 
son consumes un])roductivcly whether he buys wine for his table 
or employs a footman; though as we have seen, Ricardo also 
sliowed that unproductive consumption which consisted in 
employing unproductive labour was preferable to that which 
consisted in the purchase of luxuries. 

Capital was that which was consumed productively. An 
accumulation of capital meant a rise in productive consump- 
tion, that is a rise in the demand for productive labour. The 
question then was: could that rise in demand reach an extent 
which made it permanently exceed the supply? In other words, 
could there be a glut of capital? The answer was clearly no. Tf 
capital increased too rapidly for the population, instead of 
commanding seven-eighths of the produce, they might com- 
mand ninety-nine hundredths, and thus there would be no 
motive for further accumulation. If every man were disposed to 
accumulate every portion of his revenue but what was necessary 
to his urgent wants, such a state of things would be produced, 
for the principle of population is not strong enough to supply a 
demand for labourers so great as would then exist.’ ^ Wages 
would be high, profits low; the incentive to accumulation would 
disappear and so would the apparent glut of capital. There 
could be neither over-production of goods nor over-accumula- 

^ D. Ricardo, Notes on Malthns’s ^Principles of Political Economy^ (ed. J. H. 
Hollander and T. E. Gregory, 1928), p. 159. 
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tion of capital. There was this connection between accumula- 
tion and consumption (or saving and spending) that the more 
the capitalist accumulated, the less he spent unproductively, 
and vice versa. Any change in the proportions of the streams of 
saving and spending involved a change in the amounts of 
labour laid out on the production of different goods and, 
therefore, in their exchange-values. This consequential change 
provided, as we have seen, the equilibrating force. 

The significance of Ricardo’s argument (which has been 
greatly simplified here) was this: it buttressed the case for 
caj)ital accumulation by showing that its pace was sclf-regu- 
lating; it denied the possibility of economic dislocations for 
reasons inherent in the capitalist system, since that system was 
shown to be self-adjusting; and it strengthened the distinction of 
productive and unproductive labour, which had a definite social 
and political objective. It was an argument which both ap- 
proN'cd the trends of the existing system and helped to pul in its 
proper economic place the whole structure of unproductive con- 
sumers, which had played such an important part in the old 
social order. 

The main purpose of Malthus’s attac'k on the Ricardian 
theory was to defend the unproductive consumer. Historically, 
therefore, it w'^as reactionary. Malthus was defending a primi- 
tive, Smithian, formulation of the theory of value at a time 
when capitalism was sufficiently far advanced to require a more 
consistent theory. Malthus, like Smith, was probably thinking 
in terms of a permanent social structure having the qualities of 
the transitional phase of the eighteenth century. He seems to 
have aspired to a sort of balance between Whig-aristocratic and 
primitive industrial-bourgeois elements at a time when a de- 
cisive victory of the latter was already inevitable. For this reason, 
Ricardo’s theory was clearly superior because it was appropriate 

the direction of contemporary economic development. But for 
his purpose, Malthus had also to show that the capitalist system 
was not self-equilibrating and thus to appear criticial of that 
•system. The interest of Malthus’s contribution lies precisely in 
the fact that a defence of pre-capitalist conditions had to be 
combined, not only with an approval in general of capitalism, 
hut also with the uncovering of some of its possible difficulties. 

Malthus’s attempt to prove that capital accumulation could 
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go too far begins with an attack on Ricardo’s method and on his 
theory of value. This attack is not particularly important in 
itself, but only in its relation to Malthus’s main thesis. In his 
introduction to the Principles of Political Economy (1820) Mai thus 
emphasized the difference between the material of economic 
science and that of the exact sciences; and he warned his readers 
that the propositions of political economy could never have the 
same capacity ‘as those which relate to figure and number’.^ In 
letters to one another Ricardo and Malthus often referred to the 
differences in method to which their different conclusions seemed 
to point. Neither, it appears, was anxious to establis'|i one 
method as superior to another. It is doubtful whether they were 
interested in method, as such, at all. What they wished to 
elucidate was the reason why, in spite of their common accep- 
tance of so many fundamental propositions, they reached 
different conclusions on so important a practical problem as 
the question of over-production. It was this difference which led 
Malthus to stress the need for supplementary premisses drawn 
from fresh empirical material in the discussion of short-run 
problems; while Ricardo continued to rely on the long-run 
processes which could adequately be explained by deductions 
from the initial premisses. The controversy was not l)ased on an 
opposition between the deductive and inductive methods. It was 
a difference eff opinion cibout the correct application of an analy- 
tical apparatus of a particular degree of abstraction. This 
difference itself, however, was due to a more profound difference 
in ultimate aim. 

Malthus’s objections to Ricardo’s theory of value have a more 
direct bearing on the point which was really at issue between 
them. Malthus did not, in fact, develop a theory of value that 
could seriously rival that of Ricardo. What he did was to take 
advantage of some of the confusions in Adam Smith and to 
modify the labour theory, in order to controvert those of 
Ricardo’s conclusions from it which supported Say’s theorem.’^ 
The result, as far as the theory of value itself is concerned, is 

^ T. R. Malthus, Principles of Political Economy (1820), p. i. 

* For a useful summary of the debate, cf. M. Bowley, Nassau Senior and 
Classical Economics i pp. 31--8. 

® Cf. M, Bowley, Nassau Senior and Classical Economics^ pp. 87-9, and Karl 
Marx, Theorien iiber den Mehrwert, vol. iii, pp, 1-29. 
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fulilicr confusion. But it enabled Malthus to reveal some of 
Ricardo’s own inconsistencies with regard to the theory of 
surplus value. Throughout Malthus’s work a number of theories 
of value intermingle. In one of his earlier writings. Observations 
on the Effects of the Corn Laws (1814), he took Smith to task for 
regarding the amount of labour which a good could command 
as the measure of its value. But he himself later used Smith’s 
definition of value as the power to command other goods, 
including labour. He thought that ‘when the value of an object 
is estimated by the quantity of labour of a given description 
(common day-labour, for instance) which it can command, it 
will appear to be unquestionably the best of any one com- 
modity, and to unite, more nearly than any other, the cjualities 
of a real and nominal measure of exchangeable value’. ^ 

In other works he also states that the amount of labour, both 
])ast and current, necessary for the production of commodities 
determines their value. Later he develops a cost-of-production 
theory which is interesting because it includes profits. By defin- 
ing value as the amount of stored and current labour plus profits 
(which, according to Malthus, was the same as the amount of 
labour which the commodity could command), Malthus shows 
that he was really trying to get over the Ricardian dilemma of 
the ot'igin of a surplus. The difficulty which had arisen in 
Ricardo’s formulation is not overcome by including profit in 
value; but, by his definition, Malthus demonstrated that a com- 
modity commanded more labour than w^as embodied in it. 
d ims, he produced an cxjdoitalion theory of the exchange 
bctwx'cn capital and labour which could be made to follow 
IVorn Ricardo’s premisses. Malthus was all the better able to do 
this and so to destroy Ricardo’s original theory, because the latter 
had failed to develop the distinction between price and value 
wdiich was caused by the existence of dilfcrcnt capital structures. 

Malthus uses this definition of value to develop the concept of 
effective demand, that is, of demand which is high enough to en- 
sure a continual supply (or, in other words, a continuous process 
of production). Malthus regarded the cfl'ective demand for a 
commodity as the amount of labour which as a rule it com- 
manded, because that amount represented the quantity of 
labour plus profit which was necessary to produce it. In other 
^ T. R. Malthus, Principles^ p. 1 1 9. 
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words, , production depended on the existence of effective 
demand', that is, demand which enabled the producer to cover 
a cost wliich was defined as the capitalist’s advances in the 
form of wages, material, and capital plus a profit in accordance 
with the prevailing rate?) 

It is from this point that Malthus launches his defence of 
unproductive consumption and his attack on Ricardo’s theory 
of accumulation. The condition for keeping production going 
is lliat the producer should be able to sell his product at its 
value in the Malthusian sense, i.c. at a price which covep out- 
lay plus profit. How is it possible, Malthus asks, to fulfil this 
condition? Having discovered a possible way out of Ricardo’s 
theory of the exchange between capital and labour, Ma^lthus 
makes the mistake of regarding all exchange as being similar to 
that \vhi('h he had postulated between capital and labour. 
Following Smith, he regards exchanges between goods and 
labour as the most frequent form of exchange as such. ‘Now of 
all objects it cannot be disputed, that by far the greatest mass of 
value is given in exchange for labour either productive or unpro- 
ductive.’^ After this beginning, the rest follows quite naturally. 
The capitalist who buys productive labour pays for it, by defini- 
tion, less than he aims to get for the product of that labour. But 
he cannot get a price that will do that from the labourers he 
employs. By definition again, the sum of the wages they arc paid 
is less than the sum of the values of their products. The demand 
of the labourers can never be big enough to enable the capitalist 
to obtain his profit. It can, therefore, never be big enough to 
ensure continuous production. Nor can exchange between capi- 
talist and capitalist supply that incentive to production. They 
both sell the product at a price which includes profit, so that, 
although they may cheat each other occasionally, on balance no 
incentive remains.^ A deadlock is reached, if the producer has 
to rely on the demand of his fellow-producers and of his workers. 

Malthus finds a solution in unproductive consumption; it is 
this which enables demand to remain effective. Tt is absolutely 
necessary that a country with great powers of production should 

^ T. R. Malthus, Principles, p.119. 

® ibid., Principles, Book II, ch. i, section ix, passim. For a detailed 
examination of this argument from his own tendentious point of view, cl. 
Marx, Theorien uber den Mehrwerl, pp. 35-47. 
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possess a body of unproductive consumers.’^ 'Fhese coiisuiners 
enable the capitalist to get the profit whhoui which he would 
cease producing and which he cannot get from the market which 
tlie combined demand of labourers and other cayhtalisls oficr. 
Another solution would be that the capitalists themselves should 
consume the excess of products. ‘But such consumptioiF, 
Malthas thought, was ‘not consistent with the actual habits of 
the generality of capitalists’, who were always trying to save a 
great fortune and whose business interests did not give tlunn 
ilic opportunity for unproductive spending on a sufficient scale.- 

The need for unproductive consumers beconu^s even more 
apparent when we consider their function in the light of the 
capital accumulation which goes on in a progressive country. 
Malthas maintained ‘ that an attempt to accumulate very rapidly 
whicli necessarily implies a considerable diminution of unpro- 
ductive consumption, by greatly impairing the usual motives to 
production must prematurely check the progress of wealth*.'^ 
Rapid accumulation, or saving, diminishes the efficacy of the 
safety-valve of unproductive consumption. It diminishes, therc- 
Ibre, effective demand and destroys the incentive to production. 
Malthas could not deny that it was important to maintain some 
measure of accumulation in order to improve the productive 
powers and increase the wealth of the community. But he 
claimed that accumulation might be pushed to excess and 
that it was necessary to maintain a projier balance between 
saving and consumption, though his analysis of tlie way in 
which such a balance could be attained was not very detailed. 

Maltlms went into great detail in enumerating the different 
classes of unproductive consumers. The landlords come first. 
Although they extract their rent from the capitalists, they per- 
form a very useful function, because they are able to exercise a 
demand which is not balanced by production. In addition, there 
must be a large body of menial servants, statesmen, soldiers, 
judges and lawyers, physicians and surgeons, and clergymen to 
add their demand to an otherwise deficient total. They may be 
unproductive labourers — Malthus did not break with Smith’s 
and Ricardo’s classification — but without them there would be 
no effective demand. 

^ T. R. Malthus, Principles^ p. 463. ® ibid., p. 465. ^ In a letter 

uf 7 July 1821, quoted in Keynes, Essays in Biography (1933), p. 142. 
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' ^ One thing which is striking in Malthus’s theory is that the 
economic system is shown not to be self-adjusting. Unless a large 
class of unproductive consumers was maintained, periodic over- 
production and stagnation would inevitably occur. For the first 
time, in English economic theory at any rate, the possibility of 
crises arising from causes inherent in the capitalist system was 
admitted.' Even more strikingly than in Ricardo, the opposition 
of interests between capital and labour was brought out. Tt is 
indeed most important to observe that no power of consumption 
on the part of the labouring classes can ever alone furnish an 
encouragement to the employment of capital.’ ' \ 

But equally striking and more accurate a reflection of Mafthus’s 
intention is the new role which his theory assigns to unproduc- 
tive consumers. It is tempting to sec in this argument^ — tl\e 
forerunner of many under-consumption theories — an attempt to 
reconcile the old and the new social order. Malthus is in favour 
of capitalist industry, but he does not like its revolutionary 
function vis-d-vis the remnants of feudalism. He is prepared to 
accept capitalism because it brings an increase in production. 
He has seen its virtual triumph in England and he realizes that 
it is hopeless to attack it root and branch. But he has to find a 
secure place in it for the classes whom capitalism has relegated to 
a very inferior economic status. Hence the ‘ aristocratic clergy- 
man’s ’ protectionism, his tenderness for the landed interest, for its 
extravagance in maintaining large bodies of retainers, his desire 
for public works, and his complacency about government debt. 

Modern social reformers who acclaim Malthus as one of their 
forerunners have overlooked more than half of his work. Th(‘ 
sort of soc iety which emerges from his writings is not in all re- 
spects a pleasing spectacle. The working class is constantly press- 
ing on the means of subsistence. The capitalists pay them wages 
which are below the value of their products and which aftbrcl 
them little more than subsistence. Society is saved from destruc- 
tion by a large class of unproductive consumers who, in such a 
system, are little more than parasites. 

On balance, then, Malthus was a reactionary. The particular 
form which his reaction took was determined by the very high 
degree of development which capitalism had reached in England. 
Advocacy of pre-capitalist interests involved at that stage some 
1 T. R. Malthus, Principles, p. 471. 
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attack upon capitalism itself; it also involved, if it was to have 
any effect, a considerable insight into the working of the 
capitalist system. It is no accident that a similar reaction in the 
less highly developed conditions of Germany took a romantic 
and mystical form; while in France, with the experience of the 
great revolution as a background, economic criticism, formally 
akin to that of Malthus, assumed a political significance. 

It remains, nevertheless, true that from the strictly logical 
])()int of view of the development of analytical tools, the Mal- 
thusian theory has rightly been rescued from oblivion by 
modern authors, notably Keynes. Whatever Malthus’s own 
motives or conclusions, his ideas — or, perhaps better, the ideas 
exchanged between him and Ricardo in their celebrated con- 
troversy-show an early wrestling with one of the most impor- 
tant problems of the modern economy: the maintenance of the 
level of aggregate demand. 

The German Romantics 

The sources of romanticism: Burke; Fichte, The environment 
in which Malthus lived was that of successful capitalist industry 
and penetrating economic analysis. His reaction against the 
classical school shows the power of that environment. Malthus 
had fought a rearguard action. He had realized that capitalism 
and utilitarianism had to be accepted. At first, he was still a 
faithful disciple of the classical school: the arguments of the 
Essay on Population became an accepted part of its tradition. But 
when he saw that interests which he held dear were threatened 
by the progress of capitalism he became essentially an apologist 
for feudalism on a capitalist and utilitarian basis. The English 
social reform movement (which arose later on the non-inter- 
ventionist basis of economic classicism) of which John Stuart 
Mill was the chief exponent is a more successful form of that 
compromise. In Mill’s explicit reference to the influence of 
Coleridge one may see a further proof of the essential sameness 
of the movement. 

In the Germany of the early nineteenth century neither the 
practice nor the theory of capitalism was highly developed. 
Those who opposed the attempt to bring Germany, both eco- 
nomically and intellectually, to the level of its neighbours were 
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not compelled from the start to come to terms with classical 
political economy and the philosophy of which it formed a part. 
Like its literary countcrpiirt, the German romantic school of 
political economy had no need to have any truck with the 
philosophy of capitalism. The romantic economists were not yet 
fi^’-hting a losing battle against capitalism: they had no need to 
take much notice of its economic theory. I’he time-lag in the 
development of (iennan economic environment accounts for the 
belated and often distorted reappearance of ideological battles 
that had already been decided elsewhere. It accounts for the 
rise of romantic political economy; and it continues at\ work 
throughout the nineteenth century. 

Compared with Mai thus, the romantic movement in economic 
thought produces work of an altogether inferior theoretical level. 
Jt could hardly be otherwise, because its purpose \vas not the 
undcTstanding of reality and its representation in a con- 
sistent sc'ientific system. As if the W7)rks of the leaders did not 
proclaim it, we arc told by a modern admirer of political 
romanticism that its ‘science' rejected logical analysis.^ It could 
be argued that any kind of economic and political thought pro- 
duced oil siu'h a basis has no place in the history of the develop- 
ment of ('conomic science. And such an argument could be 
supported by the fact that the study of economics in those 
countries in w'hich the liberal tradition is firm hardly ever 
concerns itself with the vapourings of the German romantics. 
But though the universities may ignore them, their power or, 
at any rate, the powder of ideas similar to theirs, is far from dead. 
In their native home they achieved a belated triumph which, 
even if it has turned out to be short-lived, entitles them at least 
to criticism. Moreover, the general tenor of these ideas is 
peculiarly suited to any kind of political movement which needs 
to rely on obscurantism in intellectual matters and on totali- 
tarian methods in government. These ideas arc, therefore, 
unfortunately not without relevance to the modern w^orld. 

It may be asked at the outset how it is that a body of ideas 
which freely confesses its lack of logic and its scorn for rational 
comprehension should ever be able to achieve a wide influence. 
In fact, romantic social thought has never in the past been able 

^ F. Billow, in his introduction to a selection of Adam Muller’s writings: 
A. Muller, Vom Geiste der Gemeinschnft (1931), p. xvii. 
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lo survive criticism. Even in Germany it was short-lived in tlie 
beginning; and after the middle of the nineteenth century a 
version of English political economy was generally acc'cpted. 
The disappearance of romanticism therg and its recrudescence 
from time to time since, suggest that two circumstanc e's (related 
to each other) are unfax ourable to the existence of economic 
and political illusions. One is economic expansion and a fairly 
universally rising standard of well-being. The other is freedom 
of scientific inquiry. About the first little need be said. It is a 
\v('ll-known fact that irrationalism derives a great stimulus from 
(‘iOiioinic depression. Only when men despair about tin? future 
are they Iia])le to lose faith in the power of luiman reasem to 
understand and solve their problems. 

The second factor is of a dilferent order of importance. 
Material despair may make an environment favourable to illu- 
sion; but so long as there is some rational thought left illusion 
cannot })crsist. Romantic illusion must, therefore, be an impla- 
cable enemy of rational thought, not only in theory but also in 
practice. A condition of the continued existence of political 
romanticism is that there should not be any rational thought. 
Reason, scientific inquiry, and the atmosphere of freedom in 
whicli alone these can flourish must be abolished in the literal 
sense if illusion is to consolidate its power over men’s minds, 
'file economic development of the nineteenth century which 
made Germany into an industrialist and cajntalist country also 
liberalized its political and social structure and created the 
institutional environment which made possible a rational analy- 
sis of economic processes. When, in the ’thirties, that rational 
analysis went and was replaced by innumerable variants of the 
romantic illusion, it did so because its existence had been made 
physically impossible. What remained from the past was drh en 
out by the enormous facilities available to modern j)ropaganda; 
ajid into the increasing vacuum the thouglit ol'a more primitive 
age was pumj)ed. 

Judged by English and French standards, Germany at the 
beginning of the nineteenth century was an economically back- 
ward country. Its economic basis was a feudalist agriculture. It 
had only a primitive industry ruled by medieval guild regu- 
lations. Politically, the distinguishing cliaractcristic was the 
multitude of small states ruled by absolute princes. Economic 
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policy reflected these conditions. Obstructionist regulations of 
trade and commerce abounded. Each individual state had got 
so far on the mercantilist road as to possess a ‘national’ currency 
for its own territory and to enforce a rigid protectionism 
vis-d-vis other German states. As Friedrich List complained, 
German merchants and manufacturers had to spend most of 
their time endeavouring to overcome vexatious tariffs and 
exchange regulations. To the outside world, however, Germany 
was not a closed economic unit. Central direction was^ lack- 
ing, and foreign goods manufactured in the more ad\\anced 
conditions of England and France found a ready Gdlrman 
market. 

The eyes of business men and theorists were turned towards 
their successful rivals. There was keen discussion about the 
reasons for Germany’s backwardness. The theory and practice 
of English and French society were eagerly examined in the 
hope of finding in them features which could profitably be 
imitated. The economic theories of Smith and Ricardo, the 
philosophy of the utilitarians, and the political reforms of the 
French Revolution were beginning to influence people’s minds. 
In them the rising German business class found the expression 
of its own interests and of those of the whole community. A 
movement arose, in close alliance with that for national union 
and political liberalism, which aimed at economic liberalism in 
theory and in practice. Its immediate form involved measures 
which were not compatible with English classical economic 
policy; but in essence it was an attempt to transplant liberal 
economic theory into a somewhat different environment from 
that in which it had first grown up. 

The romantic movement appears as a reaction against the 
influence which English economic classicism was beginning to 
exert. For its economic theory and policy it could draw on 
mercantilist and cameralist tradition; for a basic social philosophy 
it constructed from its own view of the Middle Ages a theory 
which was opposed to the philosophy of natural law and its 
utilitarian development. The two political philosophers who 
greatly influenced the romantics were Johann Gottlieb Fichte 
and Edmund Burke. Neither of them was really romantic oi 
medievalist ; but their views were complex enough to serve as 
inspiration for opposed schools of thought. 
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The admiration for Burke which is so strikinc^ a feature of the 
romantic economists is difficult to understand. Burke was essen- 
tially in the tradition from which English liberalism developed, 
the tradition of Locke and Adam Smith. He had the utilitarian 
doubt about the efficacy of government action. He upheld free 
trade; and he was liberal in his attitude to India and the 
American colonies. His whole work breathes the spirit of the 
English constitution. The Thoughts on Scarcity^ as has been 
pointed out, might have been written by Adam Smith. ^ 

Vet there is a conservative and aristocratic streak in Burke. In 
spite of his iion-intcrventionism, he had on practical grounds a 
greater oi)inion of the power and importance of state finance 
than Adam Smith. For the sake of expedienc^/ , too, he favoured 
a w(‘althy and financially independent Church. The rights of 
property, which are implicitly safeguarded in all classical 
political (‘conomy, were strongly emphasized by Burke. He 
did not regard the lower classes as capable of governing; 
property alone, he thought, was the basis of government ; and 
to landed j)ropcrty he gave pride of place. This emphasis in 
burke could be loosened from the capitalist and utilitarian basis 
on which he had developed it. It could be applied to a reac- 
tionary purpose. 

The Burke whom the German romantics acclaimed was not 
the author of the Thoughts on Scarcity but of the Reflections on the 
French Revolution. Burke was alarmed by the influence of the 
French Revolution on English utilitarian thought. He accepted 
the results of the English revolution of 1688 but feared the 
elFccts of the new revolutionary fervour on the domination 
which the bourgeoisie had now safely established in England. 
Burke’s Reflections show more clearly than any other document 
in the history of political thought the loss of that revolutionary 
jHirpose which had inspired liberal thought before its triumph. 

1 he utilitarian attitude to government is still maintained 
in them. Burke did not revert to doctrines which had been 
disposed of by Locke. He still regarded kings as the servants 
of the people and their power as having a utilitarian basis. The 
declaration of the rights of man was not attacked because it was 
based on a wrong theory of the purpose of government. Burke 

^ Gf. H. J. Laski, The Rise of European Liberalism, pp. 196-205, for a bril- 
kant short account of Burke. 
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condemned it because it took no account of political expediency. 
His anti-democratic attitude was that of the practical statesman 
who denied that the scribes who had inspired the French 
Revolution and the political ignoramuses who had carried it 
out were the best judges of the general interest. Their actions 
had f)roduccd bad results; and the pragmatic standard was the 
only one which could be applied to political problems. The 
doctrine ol' the sovereignty of the people must not be allowed to 
lead to the same error as that of the divine right of kings. It 
must not be used to defend actions which those with experience 
of political leadership judge to be productive of evil’ Man 
acquired advantages or rights by entering society, but He also 
renounced rights. His power to choose his representatives did 
not give him power to destroy the whole fabric of government. 
Stability, tradition, history, says the conservative in Burke, are 
as important as the abstract rights of popular government. 

A condemnation of the French Revolution on these grounds 
was more than welcome to German reaction. Completely ignor- 
ing Burke’s agreement with the essentials of utilitarianism and 
capitalism (which was the most important part of Burke), the 
romantics fastened on to his conservative qualities and rejected 
individualist liberalism, which saw in the state only a utilitarian 
institution. 

The Rcjlections were translated into German in 1793 by 
Friedrich Gentz and became at once one of the chief sources 
of romanticism. Its other great inspiration comes from the 
political philosophy of Fichte. In lyqb a})pearcd Fichte's 
Grundlage des Naturrechts nach Principien der Wissemchaftslehre^ 
which gave an interpretation of natural law not unlike Burke’s 
conservative reading of utilitarianism. Fichte was also in the 
tradition of Locke; but, like Burke, he did not draw democratic 
conclusions from the philosophy of natural law. The experiences 
of the French Revolution combined with the conditions of 
Germany to lead him to a view of the state which could be used 
by the romantics. According to Fichte, the individual became 
‘ Zufolge des Vereinigungsvertrages, ein Theil eines organisirten 
Ganzen, und schmilzt sonach mit demselbcn in Eines zusam- 
mcn’,^ The state was best described as an ‘organisirtes Natur- 

^ J. G. Fichte, ‘Grundlage des Naturrechts* in Fichte’s Sdmmtliche Werke 
(1845), vol. iii, p. 204. 
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produkt’, each particle of which had existence only by virtue 
of its participation in the whole. ^ This emphasis on the organism 
of the state became even more pronounced in Fichte’s later 
writings. From an Aristotelian view of the state, he was led to 
distinguish the state as a special entity independent of the indivi- 
dual members of which it was composed. From this derives tlie 
totalitarian view of the romantics. 

Gentz; Muller. Mention has already been made of one of 
the leaders of the romantic movement. Friedrich Gentz (1764- 
]832) was a politician who began as an ardent admirer of the 
Fnglisli liberals and the French Revolution. Even after he had 
translated Burke and had become critical of the Revolution, he 
remained a believer in the liberal as well as the conservative 
parts of Burke’s thought. For some years he continued to advo- 
cate freedom of the Press and freedom of trade. He did not think 
England’s supremacy in international trade was harmful to the 
rest of Europe, as did the later protectionists. Economically and 
politically, England represented an ideal structure which he 
thought ought to be carefully studied. He shared Adam Smith’s 
optimism and believed that the triumph of Smith’s economic 
principles would cure political evils and bring peace. He thought 
that self-interest was the main motive of human conduct; 
and he was certain that providence made each individual con- 
Iribiile to the common good even when he was only seeking his 
own. His belief in the possibility of perpetual progress made him 
disparage the Middle Ages and hail the discovery of America. 

However, even at this early stage in his development Gentz 
did not accept economic liberalism in its entirety. He stressed 
Adam Smith’s abandonment of free trade when defence was at 
stake. He regarded the development of trade, industry, and 
scientific agriculture as unnatural, though he could not deny 
meir usefulness. He welcomed the opening up of America, but not 
because it brought increased opportunities of trade. Not gold 
and silver, trading monopolies, or greater political power of the 
mother country were the true benefits derived from colonies, 
but the tremendous impetus to fresh human activity and inter- 
course. 

M. G. Fichte, ‘Grundlage des Naturrechts’ in Fichte’s Sdmmtliche Werke 
^1845), vol. hi, p. 208. 
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But the emphasis on the ideal values of liberalism was soon 
replaced by a complete rejection of its political and economic 
precepts. There set in what one writer called a process of ‘drying 
up’.^ The ambitious and able politician in Gentz grew impa- 
tient of the constant regard for popular opinion which demo- 
cratic liberalism demanded. Contact with the powerful Austrian 
state machine gave him a view of the functions of government 
which was not compatible with Smith’s doctrines. Gentz tried 
to compromise by stressing the power of public finance in 
moulding the economic activity of the community as a whole. 
He was strongly in favour of indirect taxation as an instrument 
of state policy. Direct taxation, he thought, would constantly 
have to be clianged if it was not to become out of date. From 
that it was only a short step to Gentz’s defence of feudal 
domains, which, lie claimed, set an example to farmers. 

The excessive power assigned to the state is much in evidence 
in Gentz’s theory of money. He was a strong upholder of incon- 
vertible paper money and opposed the ideas of Ricardo and the 
Bullion Committee. Under the influence of his friend, Adam 
Muller, he expounded the view that it was only the word of the 
state which made anything, be it paper or metal, into money. 
This view, which was later elaborated by Knapp into the state 
theory of money, became a common characteristic of all roman- 
tic economic thought. 

His increasing belief in the strong state made Gentz turn to 
the Middle Ages for inspiration; and though he did not go so far 
as his fellow-romantics, an idealized view of feudalism is more 
and more marked in his later writings. The influenee of Muller 
grew stronger and his own practical sense gradually disappeared. 
The one-time admirer of Burke ended by being a complete 
reactionary. He became friend and confidant of Mettcrnich; 
and his gifts of statesmanship were devoted to oppression and 
intrigue. All traces of liberalism left him. He even discarded the 
idealistic excuses which had served to hide his earlier retreat 
from liberal principles. He spent the last years of his life in 
constant fear of revolution; and he died an embittered and hated 
crank. 

Gentz was the politician of the romantic school. His friend 

^ W. Roscher, ‘ Die romantische Schule der Nationalokonomik in Deutsch- 
land’; in Z^itschrift fur die gesammte Staatswissenschaft (1870), pp. 51-105. 
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Adam Muller (1779-1829) was its theorist. Muller was largely 
forgotten until the search of the German Nazis for theoretical 
ancestors led to a rediscovery of his doctrines. Muller was born 
in Berlin, received his main stimulus at the University of 
Gottingen, and spent some years as literary critic, tutor, and 
lecturer. He was on friendly terms with many politicians and 
with the leaders of literary romanticism. He took some part in 
politics, particularly in giving the aid of his literary talents to the 
reactionary politics of the landlords who were opposing liberal 
reforms. Through Gentz’s influence with Metternich, he received 
a number of state appointments in Vienna, where he spent the 
last years of his life. 

In judging Muller’s ideas it is important to remember his 
career. Although he had acquired his dislike for the philosophy 
of natural law and for liberalism from his teachers in Gottingen, 
liis literary efforts were not unconnected with his political activi- 
ties. With all their vagueness, their flamboyant style, their 
'poetic’ quality, Miiller’s writings were weapons supplied for 
use ill the political struggle. Muller was not in the thick of 
politics. He had not Gentz’s practical experience and wisdom. 
But he was suflicicntly intimate with jiolitics to know what 
function his articles and lectures were performing. He was 
entrusted by Metternich with many diplomatic tasks; and it 
would be wrong to believe that a man who was very ambitious, 
and who could make the most skilful use of political oppor- 
tunities to further his own position, had his head in the clouds 
when he came to write about political theory. Reaction was 
fighting for all it was worth against the tide of liberalism. It 
knew the value of an eilly on the literary front who could use the 
fashionable language of romanticism and who could hide the 
liard facts of oppression behind high-sounding, but ill-defined, 
words which appealed to people’s idealism. 

Adam Muller did not begin as a whole-hearted romantic. 
His first work as a literary critic was a review of Fichte’s Der 
geschlossene Handelsstaai (1800). In this work Fichte applied to 
economic problems his compromise between individualism and 
the state. The basis of the Handelsstaat was still the natural law. 
But Fichte rejected laisser faire because power was too unevenly 
divided. This led him to draw up a plan for a Utopia. The 
function of the state was conceived of in a more than utilitarian 
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sense. It was the duty of the state not only to safeguard the 
property which each member owned, but also to ensure that 
each member should have the property which his contribution 
to the common labour made his by natural law. The state must 
act positively in order to give its members what they needed; 
and Fichte described in detail the constitution of the ideal state 
which would have the ability to do so. In order to have the 
power to act according to the dict<atcs of natural law, the stale 
must become a closed unit. That is why, in spite of many agree- 
ments on fundamentals, Fichte opposed Adam Smith’s cosmo- 
politanism and free trade. It was not only nationalism that 
made him urge self-sufficiency. The embargo on all dctilings 
with the outside world was regarded as indispensable if the ideal 
state was to be insulated from the shocks which foreign trade 
must bring about. Like some of the more sopliisticated pro- 
tagonists of autarky to-day, Ficlite regarded foreign trade not 
only as a source of economic dislocation but also as a cause of 
national rivalries culminating in wars. 

In discussing the best means for closing the state Fichte 
stressed the abolition of metal money. He took the view that 
money had no utility: the stuff it was made of was irrelevant; it 
was only a representative; and the state alone could make it 
such. Fichte then ]:)roccedcd to make a distinction between 
Welij^eld and Landcsiiield, the world money which is precious 
metals and the native money which the state’s decree has made 
generally acceptable. Fichte was sufficiently clear about tlic 
nature of trade, price, and money to know the implications of 
his proposal that there should be no Welfgeld in his ideal state. 
His Landesgeld was to have a fixed viiluc. Accepting the quantity 
theory of money, Fichte realized that this involved fixed prices 
(his general view of the economic functions of the ideal state led 
him to revive the notion of the 'just price’) and a com}>lctcly 
closed economic unit. In this he was more consistent than later 
adherents of the state theory of money. And he was perfectly 
clear about the relation of his proposals to existing practice. He 
emphasized that he was not concerned with the then existing 
inconvertible paper moneys: his Landesgeld applied only to the 
future ideal state. 

Muller’s review was a violent criticism of Fichte. It opposed 
Fichte entirely in the spirit of Smithian doctrines. It accused 
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Fichte of lack of realism, of ignorance of the literature of political 
economy, and of a narrow parochial attitude. It compared his 
views unfavourably with Adam Smith’s deep insight into econo- 
mic j)roccsses. And in particular it questioned Fichte’s praise of" 
the wisdom of the state. The defence of Smith, attributable 
probably to the influence of Gentz, gave no inkling of the 
illiberal views which its author was soon to champion. 

Indeed, if there is any leading thought running through 
Miiller’s later writings, it is that of reaction to Adam Smith. 
The two most important of these writings are the Elemenie der 
Staatskunsl (1809) and the Versuch einer neuen Theorie des Geldes 
(1816). They contain the essence of Muller’s social and econo- 
mic philosophy. It is difficult to distil this essence from the 
chaotic mixture of ideas which Muller propounded. Nor, when 
one has isolated certain basic notions, is it easy to give them 
precise expression. 

Muller never entirely abandoned his regard for Smith; but he 
attacked his undiscriminating German disciples. They had, he 
said, brought over the dry bones of Smith’s theory without the 
master’s qualifications; and they had tried to apply the theory 
without regard for the diflerent nature of the German state. 
Smith, he thought, had unduly generalized from English experi- 
en('('. He had })een cxccssiv(*ly influenced by the industrial and 
urban character of English civilization, and had illegitimately 
raised the practice of exchange to the status of a natural princi- 
[)le. This had made him look upon the community from the 
point of view of the selfish interests of the individual. Muller 
stressed altruism and religion in opposition to what he regards as 
Smith’s egoism and materialism. The state, he thought, must be 
regarded as an organism; the individuals, who were the cells, 
C(mld not be thought of outside the totality of the state, the 
oiks gauzes. One cannot say more than this about Miillcr’s 
\icw (T the state. He himself claims that it is impossible to put 
the nature of the state into words and definitions. Every new 
gcaKTation, every great man gives it a new form and makes the 
old definition inadequate. Miillcr spurns dead concepts, as he 
calls them. ‘Vom Staatc aber gibt es keinen Bcgrifl'’ (But of the 
"^tate there can be no concept); of this exalted subject there can 
only be an idea which is constantly moving and growing.^ 

^ A, Muller, Vom Geiste der Gemeinschaft, pp. 15-16. 
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Muller does, however, proceed to give a definition. ‘Every 
man stands at the centre of civic life: he has behind him a past 
which must be respected; before him a future which must be 
cared for. No one can break away from this time chain. . . . 
Finally, the state is not merely an artificial institution, not just 
one of the thousand useful and pleasurable inventions of civic 
life; it is the totality of that civic life itself, necessary as soon as 
as there arc men, inevitable. . . These arc his three funda- 
mental propositions whicli are meant to explain the relation of 
the individual and the state. They lead to the conclusion that 
witliout the state man cannot ‘hear, see, think, feel, We; in 
short, he cannot be thouglit of otherwise than within the )state’.“ 

The two social sciences are law and wisdom; they include 
politics and economics; and religion unites them. God must be 
thouglit of as the supreme judge and the supreme pater familias. 
Without religion, economic activity loses its ultimate purpose. 
Production should be undertaken for its own sake, and for God’s 
sake, not for the material reward it brings. The difficulties in 
economic life arise mainly because men forget divine power. 
Labour is not the sole source of produce. It is only the tool to 
which must be added power (which comes from God) and the 
material aids of landed estates and already existing capital. This 
religious emphasis in Muller’s writings is very marked. The 
Elernente were published four years after he had entered the 
Roman Catholic ("hurch; and into all his subsequent writings 
he infused the kind of Catholicism which was so closely bound 
up with Austrian politics of the time. 

Muller’s view of the state is an essential part of his economic 
theories. As the spokesman of the reaction he idealized the 
Middle Ages. The ideal organic state, in which rights and duties 
were instinctive in every member of the community, in which 
status was accepted and the three estates of clergy, noblemen 
and burghers (Muller never includes peasants) live in harmony, 
is transplanted to the feudal Middle Ages. How idealized 
Muller’s picture of feudalism was is to be seen in the fact that 
his predilection for medievalism did not conflict with his desire 
for an omnipotent state. Nevertheless, it served as the back- 
ground against which Muller’s defence of feudal landownership 
could be made to appear less reactionary. 

^ A. Muller, Vom Geiste der Gemeinschaft, pp. 21 -2. * ibid., p. 23. 
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Muller’s theory of property, wealth, production, and capita i 
is idealist and suitably vague. Property, he says, must be con- 
ceived of in such a way as to avoid the unhappy separation 
between persons and things. The union of these is a characteristic 
of a happy state; and it is achieved in feudalism. Every man is 
both person and thing. As the former, he owns; as the latter, he 
is owned. The state is the person which owns him. Strict obser- 
vance of private property, such as is implied in Roman Law, 
destroys the community. The feudal system does not recognize 
absolute private property, only usufruct. It is necessary to pre- 
serve this aspect of property; and Muller proposes marriage of 
feudal law and Roman-British law. ‘Agriculture, landed pro- 
perty and war will constantly advocate feudal relations; industry, 
trade, moveable property and peace will champion strict private 
property.’^ Both must be present in the organic state. Their 
nexus is made necessary particularly by tlie needs of war. Trade 
and industry are impeded by feudal institutions. But because 
these institutions are based on the principle that the state cannot 
be thought of without war, their limitation of wealth is compen- 
sated by the warlike spirit which they infuse into all peaceful 
institutions. On the other hand, althougli feudal law appears to 
be impeded by the rights of private property, war obtains a 
greater case of operation through the existence of the money 
interest which depends on strict property rights. 

Wealth is also defined in relation to the totalitarian state. 
Everything has a private and a civic character, and therefore an 
individual and a social value. Wealth is also both private and 
national property. It cannot be defined by reference to things 
alone: ‘it lies in use as well as in property’.^ The wealth of a 
nation cannot be estimated in weight and number; these only 
show that wealth may arise. Its real existence can be recognized 
only in use. The state must concern itself not only with tangible 
things but with the totality of material and non-material goods, 
with persons and relations, all of which constitute its wealth. 
Production, in the classical economic sense, consists of increasing 
material goods and private possessions. Adam Smith had argued 
as if the wealth of a nation was only the sum of the private 
wealths of the members; he had, therefore, urged statesmen to 
adopt a laisser faire policy which would give self-interest the 

^ A. Miillcr, Vom Geiste der Gemeinschaft, p. 1 17. * ibid., p. 150. 
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greatest scope. The real object of political economy, according 
to Miillcr, is a double one: (a) the greatest multiplication of all 
the utility of persons, things and ideal goods; (b) the production 
and intensification of that ‘product of all products’, the econo- 
mic and social union of the great community or the national 
household.^ The emphasis is on national production, on the 
interit general rather than the interet de tous\ just as the idea of the 
state is based not on the volonte de tous but on the volonte genet ale. - 

The factors of production are not land, labour, and capital, 
but nature, man, and the past. The last includes all capital, 
physical and spiritual, which has been built up in the course of 
time and is now available to help man in production. Econo- 
mists, says Muller, have tended to ignore spiritual capital. The 
fund of experience which past exertion has made available is 
put in motion by language, speech, and writing; and it is the 
duty of scholarship to preserve and increase it. All these 
elements collaborate in all production; though in different 
spheres the emphasis will differ. In agriculture the stress is on 
landed property; in industry it is on labour; in commerce on 
capital, particularly in its monetary form; and in science the 
accent is on the capited of ideas. But in all of them the other 
elements are also preserved. Feudalism is praised because its 
social structure reflected the existence of these factors of produc- 
tion. Land leads to nobility, labour to the estate of the burgher, 
spiritual capital to the clergy. As for physical capital, it was 
at first also attached to the clergy; but the disintegration of 
feudalism brought a separation between physical and spiritual 
capital. The coiicejit of physical capital began to invade every 
other factor and to obtain supremacy over the whole of civic 
life. Physical capital acciuircd the strongest influence in all 
spheres of production and economists began to distinguish land, 
labour, and capital only. 

Muller’s attitude to the economic structure which resulted 
from his political purpose is clearly incompatible with the 
laisser faire policy of classicism. Muller adopts the views of Fichte, 
which he had once criticized, and proposes complete autarky. 
But true to his romanticism, he has to clothe the policy of the 
absolutist state and of the landed interest in an idealist garb. 
Economic patriotism, he said, should be neither calculating nor 

^ A. Muller, Vom Geiste der Gemeinschafi, p. 157. * ibid., p. 159* 
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imperative: not mercantilist balancing of the money that comes 
ill against that which goes out, nor the mere closing of the door 
to foreign goods. A love for home-produced goods must be 
inculcated into the citizens. The stale's duty is to awaken 
national pride, the feeling of ‘oneness’ with tlie national state in 
the economic sphere. Utility, as an attractive cjuality of goods, 
has in every country its own special meaning. I'lie government 
must develop the national content of wants. Wise economic 
policy mediates between national production and national 
consumption; it establishes an ccpiilibrium between them by 
St lengthening the feeling of national power in each citizen. 
I’n c trade destroys national colu'sion; it makes each member of 
tlie state a citizen of the world. Tichte wished his ideal state to be 
insulated from the shocks of the outside^ world; AIuIIct wanted 
it to be a closcxl unit, because it might otherwise lose tlie blind 
obcdienct' of its citizens. Elements of such an anti-cosmopolitan 
psyc hology still appear from time to time to assist nationalist 
economic objectives. And in totalitarian systems they are, of 
course, an esscmtial ingredient of spiritual and political isola- 
te ahsm quite apart IVoni any economic objectives. 

Perhajxs the most important application which Miillcr made 
ofall tlicsc ideas was in the theory of money. He discussed money 
irciiuently in the Klemeiite and he devoted a separate book to 
monetary problems. Again it is not easy to extract the main 
idea from the jungle of verbiage. Roughly, however, the uncler- 
lyiiig principle is borrowed from Ficlitc’s distinction between 
]VeltgeI(l and Landcsgeld, or Maiioiigcld, as Miillcr calls it. He 
develops a mystical theory of the nature of money which leads 
to the view that money is only the economic form of the 
inevitable union of'mcn in the state. Like the state, it binds men 
together. It is the mediator between the personal and the civic 
character of persons and things: in so far as they possess social 
Value they are money; but it would be wrong to think that they 
alone arc money. Everything in a state, man or object, might 
hecome money. Indeed, it is one of the cliief signs oi a great 
and powerful nation that more and more individual persons 
and things become money by entering into the social relation- 
ship which constitutes the state. ^ 

But all this symbolism has a purpose. Fichte had said in the 
* A. Muller, Vom Ceiste der Gemeinsekaft, pp. 152-5. 
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Handelsstaat that he was not concerned with existing currencies. 
But Adam Muller, who was later in the pay of Metternich, was 
very much concerned to eulogize and justify existing incon- 
vertible paper money, particularly that of Austria. ‘If I am 
asked’, he said, ‘what is money in Austria ... I say, it is an 
imperial word, a national word.’^ Can a theory be evolved to 
justify inconvertible paper money? Adam Muller is not at a loss 
for one. Metal money is cosmopolitan; it is of a piece with 
international trade. It destroys the links which should; tic each 
individual indissolubly to his own national state. Paper money 
is national; it is patriotic; it is medieval. National money 
expresses national cohesion and power. Credit too should be 
viewed as a national factor. National credit is a creative power 
which is capable of setting in motion the national capital; it 
must be regarded as another expression of that complete 
‘Durchdrungenheit, Verschmolzenhcit und Einheit zwischeii 
der Rcgicrung und dcr Nation’. ^ 

After all this mysticism what conc rete political and economic 
institutions docs Muller advocate? Paper money, protection, no 
taxation of landed property (to ask ‘what is an estate worth’, he 
says, in a typical passage, ‘is to look for the momentary equiva- 
lent of an everlasting value are perhaps the only definite 
economic suggestions he makes. Politically, the mystic view of 
the state seems to resolve itself into an advocacy of a marriage 
of the landed interests with certain capitalist sections and with 
reactionary professional politicians to form an absolutist state. 
The reality behind phrases full of false emotive power was not 
attractive in Muller’s day; nor is it at the present time. That 
reality was seldom allowed to peep out from behind the scenes. 
In only one respect did Muller forsake any concealment of his 
real purpose, much though he decked it out in fine clothes; and 
because this is also a purpose of many of his modern imitators 
which is seldom obscure, it is fitting to close this account of him 
with a selection of passages w^hich relate to it. 

‘In the war of one national power against another (not of 
national insolence against national impotence) the essence and 
the beauty of national existence, that is, the idea of the nation, be- 
comes particularly clear to all those who participate in its fate.’* 

^ A. Muller, Vom Geiste der GemeinscJiaft, p. 154. 

* ibid., p. 195. 8 ibid., p. xliii. * ibid., p. 49. 
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‘In a long peace, the most tender and intensive quality of 
social union must disappear, because the eyes of the citizen are 
turned exclusively to internal affairs. This union can only be 
re-established afterwards in a long war which involves the neces- 
sity of facing the enemy with a social totality.’^ 

‘It should have been the first aim of government policy to 
bold fast to that proud spirit of war, to infuse it into the so- 
called state of peace, to let it penetrate every single institution 
of peace and every branch of the administration.’^ 

‘Perpetual peace cannot be an ideal of politics. Peace and 
war should supplement each other like rest and motion.’*^ 

LisL Before we leave the romantics it is necessary to men- 
tion one other writer who is influenced by them, but is not one 
oi'them. Friedrich List (1789-1846) was not a romantic, nor 
did he, like Miillcr, represent the landed interest. In a sense List 
is more correctly placed with the classics; for in spite of his 
opposition to their doctrines he represented in Germany a 
theoretical movement which had social roots similar to those 
of Smith and Ricardo. Miillcr had tried to marry feudalism 
and capitalism. He had granted the inevitability of industrial 
and commercial development, but liad wanted to make it 
subservient to feudalist purposes. JList, on the other hand, 
was representative of nascent industrial capitalism. But where- 
as the greater age and more solid foundation of capitalism 
in England had made Smith and Ricardo into free-traders, the 
backward condition of Germany made List the apostle of 
economic nationalism. List’s association with romanticism is 
attributable to the fact that the nationalism which he was 
forced to adopt brought him into opposition to Smith’s doctrines. 

In the process, he expressed many views which were reminis- 
cent of romanticism. He rejected liberal cosmopolitanism on the 
ground that it ignored the nation, without which individuals 
could not exist. The ‘atomism’ of Smith took no account of the 
national bond: in considering man, the producer and consumer. 
Smith had forgotten the citizen. The individual’s position, even 
as an economic unit, depended on the strength of the national 
power. That national power was not to be estimated in terms of 

^ A. Muller, Vom Geiste der Gemeinwhaft, p. 51, 

2 ibid., p. 53. ® ibid. 
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exchange-value. What was important to a nation and to the 
individuals who composed it was not so much the actual amount 
of material wealth which they possessed as their productive 
power: the ability to replace, preferably with an increase, what 
had been consumed. A true view of national productive power 
should take into account all the nation’s resources in their 
mutual relationship. All this, combined with other manifesta- 
tions of List’s nationalism (such as his pan-Germanism and his 
qualified approval of war), might well have been said by a pure 
romantic. But List’s manner of saying it is of a dilferent'^ind. It 
lacks the romantic pseudo-poetical plirase-mongering, Ahd what 
is more important, the pur])ose for which it is said is made per- 
fectly clear. 

What is essential in List is not his political meta])hysic, but 
his economic policy. List, it should be noted, gave up an aca- 
demic career for the sake of political activity. He became the 
inspire!' and active leader of the association of German merchants 
and industrialists which was lorrned in iBiq as an instrument 
of agitation and propaganda on behalf of the trading interest. 
In numerous articles and petitions to tlie governments of Austria 
and the dilferent German states List put forward the economic 
policy wliich was to remain associated with Ihs name. It has 
already been mentioned that at the beginning of tlie nineteentli 
century Germany w^as split into a number of inde])cndcnt states 
which maintained powerful customs barriers against each other, 
but olfcred no resistance to the influx of the products of English 
industry. In i8i8 Prussia had made an important change. 
Customs duties were all imposed at the frontier; on maiuifac- 
tured goods they did not exceed lo per cent; and most raw 
materials were allowed to come in duty free. The assoc iation of 
manufac turers, formed a year later, was trying to generalize 
this reform. Its aim was to create a free-trade area for the whole 
of Germany which would at the same time be strongly protected 
against foreign competition. 

List had comparatively little part in the first successes which 
the movement for economic national union achieved. As deputy 
in Wurtemberg List took a liberal line which brought him into 
opposition to the reactionary government. He was thrown into 
prison, had to seek exile in France, England, and Switzerland, 
and finally settled in America. When he returned to Germany 
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ill 1832 the first step to economic union had been taken. Two 
customs unions had been concluded, and List entered into the 
agitation for an extension of tlic system. Within two years the 
^oUverein was achieved and practically the whole of Germany 
(diough not Austria) was made into a single economic unit, 
inside which free trade offered a large market to German 
industry. At first this unit had a low tariff against the outside 
world; but pressure from certain sections of industry made the 
{|Ucstion of increased protection moi'e urgent. 

It was at this point that List became the theoretical spokes- 
man of protection. In 1840 there appeared his most important 
work, Das nationale System der polittschen Okonornie. In this book 
he expounded a tlicory of protection whicli was ])ar( icularly 
adajUcd to the needs oh die youthful German industry. It is in 
regard to this tJieory that the difference between List and 
.Nfullcr bfxomcs most sli iking. Although they were personal 
Iricnds and botJi anxious to develop national power, Muller 
ai\^'ays exjircsscd liostility to modern industry. He spoke of the 
\icious tendency of division of labour, of factories wliich were 
Lotliing but barixu'ks, and of the slavery to which modern 
iuduajy subjected every one. List accejitcd manufacturing 
industry. His theory of tlic importance ol'producti\T. power led 
iiim to postulati* as ideal an equilibrium between the different 
branches of production. Manufaciun' was an indispensable part 
oi a vvcll-balaiK'cd national productive equipment. Both rnanu- 
laclure and agriculture were essential to the strength of a state. 
Indeed, without manufacture the other jiarts of the economic 
structure could never flourish. Industry led to agricultural 
iiupiovcment and to a development of art and science such as 
no ])ur<dy agricultural state could ever attain. The balance 
between agriculture and industry was the true principle of divi- 
aon of labour; Adam Smith’s exposition of it was a one-sided 
clue to his neglect of the national interest. 

Nations could be divided according to the degree of civiliza- 
tH)n whi(’h they had attained. There were tiie savage, tlic 
pastoral, the agricultural, tlie agricultural and ma 1 lu file tu ring, 
and finally, the agricultural-manufacturing-commcrcial states. 
Not all slates could reach the highest stage of development. But 
tliosc which possessed the necessary material and human 
resources, like Germany, had to aim at doing so. Clearly the 
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equilibrium between agriculture, manufacture, and commerce 
did not arise spontaneously; the state had to act so as to bring 
it about. That is why List rejected laisser faire. He thought that 
it was necessary to maintain a number of favourable institu- 
tions; and he did not omit to mention among them the various 
social, political, and legal arrangements of democratic govern- 
ment. But the most important thing a government could do was 
to ensure the establishment of manufacturing industry, not only 
for the purpose of competing at once with the industries;' of other 
countries, but also — and this was more important — ^in Order to 
possess a permanent productive power from whiem future 
generations of members of the nation would draw benefit^. 

Protection should be used to help in the establishment of 
industry. It should be resorted to only if the nation had a natural! 
basis for industry but was retarded in its economic development 
owing to the existence of fully fledged foreign rivals. Tariffs 
were then justified as educative measures. They should be used 
to nurse infant industries, but only until these industries were 
strong enough to compete with those abroad. After that tariffs 
must not be introduced, except when the very basis of the 
industrial structure of the country was threatenc^d with extinc- 
tion. Agriculture was excepted from protection. In accordance 
with the pre-eminent place which he assigned to manufacture, 
List argued that agriculture benefited greatly from the exis- 
tence of a powerful industry. Industry, however, required cheap 
food and raw materials. Moreover, differences of soil and 
climate gave agriculture a kind of natural protection. Finally, 
protection was envisaged as a transitional policy which would 
bring all the suitable nations up to the level of the most developed 
(which at the time was England), and would then be replaced 
by a system of universal free trade. 

Such, in brief outline, is the protectionism of List. It will be 
seen that List’s theory was by no means of a completely different 
quality from that of the English classics. It is true that there arc 
many differences of emphasis and markedly opposed conclu- 
sions with regard to policy. And also in matters of theory, that 
is, in the comprehension of fundamentals of the economic 
system. List cannot be mentioned in the same breath as 
Smith and Ricardo. But when due allowance has been made 
for differences in the economic environment, his social and 
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political significance was not unlike theirs. Like them he was 
essentially a champion of industrial capitalism. 


Socialist Criticism j 

The Growth oj Socialist Thought. The progress of capitalism in 
the early nineteenth century called forth two types of theoretical 
c riticism. That which was in essence backward-looking has been 
(1 (‘scribed in the section the romantics. Some of the reactionary 
implications of Malthus's theory have also been pointed out. 
But, in so far as it struggled for the past, it was in the nature of 
tliis criticism that it should have to come to terms with the 
economic system which it opposed. Neither in praetiee nor in 
theory was this rearguard action of feudalism able to delay the 
\ictory of capitalism and of its political economy. 

The other criticism of capitalism which finds expression in the 
first few years of the nineteenth century is of a differeait charac- 
ter. Tt is revolutionary: it is not bound up with the waning 
privileges of a particular social class: it represents neither the 
landed nobility nor the clergy. It has no past golden age to long 
for: feudalism and medievalism mean nothing to it. It does not 
sigh for the return of something which is gone fiu' ever. If it finds 
anything to criticize in the new .social order it feels itself free to 
attack it in any way. It has no need to draw its inspiration from 
an older system of status, the class which it claims to represent 
is one which has neither gained nor lost any privileges. 

The early history of modern socialism would deserve a chapter 
to itself, were it possible to devote here more space to political 
and social theory. As it is, our concern with it is limited to its 
relation to economic thought; and a st)mewhat cursory treat- 
aicnt must suffice. A separate chapter is devoted to Marx, 
partly because of his importance in the development of socialist 
criticism, but mainly because his theories were consciously made 
to stem directly out of clas.sical political economy. But Marx’s 
theories did not develop in a void. He had his forerunners 
oot only in the classical economists, but also in the early 
socialist critics of capitalist practice and theory. It is with 
these that we have to deal in the present section. 
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The points of contact between early socialist thought and non- 
socialist critics arc to be found in some of tlic critical theories 
which Malthus and others expounded. They had discovered 
wcakiu'sscs and contradictions in the ( apitalist system and in 
classical economic theory and had suggested certain remedies, 
but once tlicse weaknesses were laid baic otlier remedies could 
be proposed. VVe lind in fact that some of the early writers whos(‘ 
criticism of capitalism carries a rcvfdiitionary message began 
tlicir attack in terms wlh('h are formally similar jto those 
used I)y the writers already m^'iitioncd. l]\it as their' socialist 
])urpose becomes more marketl this fonujl reseinhlamc 
disa])pcars. 

Here is not the place to discuss in detail the conditions which 
led to the rise of the modern socialist movement. "I'his, however, 
may be said. Socialism launciu'd its attack upon capitalism on 
two separate fronts. In the first ])lace, it began as a movement 
of revolt against specific evils ol^ capitalist industry. We have 
already sexm that the creation of capital required the creation 
of a new social class, and we have noted the procc^ss by which 
the wx)rking class that oFiI.m' v.Mgc-hdiourcrs, was bn)nght into 
the w'orld. This pioccss brouglit with it much ruthlcssuess wdiich 
wars even intensified during the first decadtis of the nineteenth 
century. The suuy of tlic exploitation, oppression, and misery 
which the working-class sufTcred during that period has often 
been told. To the liistorian, viewing this evolution over a long 
period its main achievement apjicars to have bccui the ability c^l 
the worker to enter freely into contracts, to liccoinc ec[ual beloo^ 
he law. But in the short run his dejinidence f/ii the. now cl ns 
of employers was made c.^treme b\^ the dis-:p])caranc(‘ ol li’s 
earlier economic jdace in the community. 'The power whli'h 
economic inequality gave! to tlic capitalist ofuii appeared to the* 
worker more than ejiough to make up for tin: disappearance (<! 
medieval lionda.fm. Tlic mechanism of a inarkc't in which 
gaining parties were unequal appeared to tlic' weaker of tluuii 
to be as harsh a ruler as any feudal lord. Indeed, t!ie compara- 
tive economic security wdiich, wilii all his subjection, the 
labourer had enjoyed contrasted favourably wulh the threat of 
uncmploymient which the rapidly changing complexion of 
industry kept constantly before his eyes. 

To those, like Smith and Ricardo, who could see the inner 
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svorkings of the system and could, therefore, look ahead, capital- 
ism meant an undreamed of expansion of production, increase 
dj' wealth, and economic intercourse between nations, together 
wilh all the cullural benefits which those involved. It meant 
iiberalisni in politics and the destruction of oppressive rcgula- 
and obscurantist restriction. To the workers at the time 
it s(‘emed that they w('rc being called upon to bear the cost of 
this revolution. To them early capitalism meant pauperism, 
nuemployrneiit, or at best, hard labour in factories for them- 
st'K'cs, their wi\es, and children. Long hours, dangerous and 
insanitary comlitiojis, and oppressive supervision were the 
ri>nnnon lot. The earliest working-class agitation aimed at the 
.)])')liti')n of tliese (wils of the factory system. They took the 
(oiin of ( oinbinations ofworkmen which, by offering a common 
> nnt lo the eni])loy(‘r, tried to make up for economic inequality 
aiKi to resist exploitation. In this way the trade-union move- 
caeiit \vas born, llio.nigh the experience of its struggles against 
:<viiviflual symploins of the system and against individiuil 
( apitalists, it gave rise to a theory of opposition to the system as 
a \' holc. Gradually tlic working-class movement became im- 
h'lcxl ^vi^h a socialist purpose. 

The other aspect of modern socialism is an ideological one. It 
has its roots in the very lilicralism which was the political 
philosophy consonant wilh industrial capitalism, it has already 
hc c-)! pointed out that the philosophy of natural law, and the 
ahlitarianisin which was one of its expressions, could bear a 
K!'.hcal as well c\s a ronservati\e interpretation. Capitalism had 
been more revolutionary than any previous social system. It had 
swept away witliout scruples old institutions and modes of 
thought, if they were found to stand in its way. And it had done 
all this, not in the name of some narrow class interest, but in the 
name of all humanity. Freedom, equality, justice, the greatest 
anppiness of the greatest number, progress, and the rule of 
n'ason — these were its watchwords. It had awakened hopes in 
<"vcry one that a new ideal age was being built. And it could not 
prevent the revolutionary fervour from persisting and turning 
l^giiinst the new social order, if that order was found deficient 
HI the light of the promises made. The critical attitude to human 
msiitutions which Machiavelli, Bacon, Hobbes, Locke, and the 
^^tilitaiians had founded became a permanent feature of thought. 
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Men began to look upon the state and the economic system with 
the eyes of reason. They were not afraid to criticize and to 
agitate for reform, to call capitalism to account, and to work for 
a better social order. From this movement based on liberal 
philosophy, socialism received its second great inspiration. 

As far as individual critics of economic practice and theory 
arc concerned, it is not always possible to distinguish be- 
tween the difi'erent influences. In all of them a mixture can 
be found. The inspiration comes from dissatisfaction \yith the 
conditions of the working class and from the disappointed hopes 
of the liberal revolution, llie content (at least that which interests 
us here) is a criticism of certain conclusions of classical political 
economy. In spite of the mixture, one can in general distinguish 
between critical economic thought which is more closely in 
contact witlK working-class experience and with the rising 
labour movement, and that which is more directly a product 
of liberal social pliilosophy. The difference is clearly brought 
out in the comparison between English and French socialist 
thought. In England, with the earlier development of modern 
industry and of a working-class movement, early socieilism takes 
the critical elements in the classical Englisli economists and 
applies them to the purposes of the working class. In Fram e, 
the experience of the French Revolution, the slower pace of 
industrial expansion, and the importance of the financial 
interest give early socialist thought its liberal and sometimes 
romaiitic flavour. 

It is not necessary to deal here with all the writers who can 
claim to have been socialist pioneers. Nor can any one of them 
be dealt with at great length. In a history of socialism Saint- 
Simon, Fourier, and Robert Owen would certainly have to be 
considered. They have been left out here because their influence 
on economic thought has not been very great. Sismondi and 
Proudhon have been selected for France, and Thompson, Gray, 
Bray, and Hodgskin as representing England. Sismondi is only 
a little more critical than Malthus in economic theory, though 
far more so in political intention. Proudhon is a socialist in pur- 
pose; but he lacks clarity in his economic analysis. The English 
socialists are the most closely in contact with classical political 
economy and, therefore, the clearest in the critical use which 
they make of the classical analysis of the capitalist system. 
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Sismondi , There is a great deal in Sismondi (1773-1842) 
which is romantic; but there is also a feeling of sympathy for 
those whom capitalism is making suffer, and a genuine attempt 
to understand the causes, inherent in the system, which are 
productive of distress. Sismondi’s chief works were historical; 
and his voluminous histories of France and of the Italian 
Republic were those which earned him fame in his lifetime. But 
he also wrote two economic works, separated by sixteen years. 
In 1803 he published La Richesse commcrciale\ in 1819, the 
Xouveaux Principes de V Economic politique. In his first book he is 
still a faithful disciple of Adam Smith: an uncompromising free- 
trader and non-interventionist. He accepts fully not only the 
theoretical structure of Smith’s work, but also its practical con- 
clusions and its political philosophy. Laisser jaire is described as 
the best possible economic policy. Faith is expressed in the 
natural harmony which made the undisturbed pursuit of indivi- 
dual self-interest the means for achieving the greatest common 
advantage.! Absence of government interference would cause 
capital to be distributed among the different channels of 
employment in accordance with their relative profitability. This 
would result in the most advantageous use of the whole capital 
of the nation. But even into this complacent picture of a laisser 
Jaire world Sismondi allows certain doubts to enter. He is not 
completely reconciled to see the labourer’s lot remain per- 
manently that of producer of everything and consumer of only 
a small part of what he produces. 

Before he ventured out again with a theoretical work 
Sismondi did a considerable amount of historical research and 
travelling. In Italy, Switzerland, and France he came into 
direct contact with the first crises of the nineteenth century; and 
he discovered that they had also ravaged England, Germany, 
and Belgium. This experience left its mark; and when he came 
to formulate again his economic views little of the indiscrimiriat- 
ing repetition of Smithian doctrines remained. Sismondi did not 
break entirely with the classical school. He always retained his 
respect for Adam Smith, and he always claimed to have pre- 
served intact the main theoretical apparatus of classicism. Like 
Malthus, whom he admired, Sismondi objected to the applica- 
tion of classical theory to practical problems, particularly in 
the way in which this was done in the Ricardian system. Like 
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Malthus, too, he began with a criticism of the classical method, 
and to this he added an objection to the classical conception of 
the aim of economic science. 

Sismondi makes the often-repeated and ill-founded charge 
that Ricardo had been too abstract. He holds up Malthus as an 
example of the careful balance between deduction and induc- 
tion which, he claims, was more truly in the tradition of Smith. 
He claims that political economy has so wide a scope that it 
has to base itself on a wide experience and a knowflcdge of 
history in order to comprehend fully the social relatioi^s which 
were the objects of its study. Political (xoiiomy has a mo^al pur- 
pose. It is not concerned with wealth as such, but with wt'altli in 
relation to man. It has to study economic, activity frdm the 
point of view of its effect on human welfare. For this reason 
Sismondi regards the problems of distribution as more impor- 
tant than any other economic' problems. In this respect iu^ is. 
oddly, in agreement with Ricardo. This agreement of emphasis 
tarings out also the difl'ercnt approach and purpose of Malthus 
and Sismondi. Malthus had begun by stressing consumption, 
since his purpose was to justify the un])roductive consumer. 
Sismondi stresses distribution, bcrcause his concern is mainly 
with social justice. Thus, although they rciach formally similar 
conclusions their intentions arc cpiitc dissimilar. 

Sismondi’s remarks on the method and object of economic 
inquiry are not the important parts of his theory. What is 
important is his rejection of classicism, in so far as it implies 
optimism and a belief in harmony and in the self-equilibrating 
character of the capitalist system. Gone is the complacency 
which characterized his earlier work. The emphasis is now 
entirely on all that is bad in the contemporaneous scene. Every- 
where Sismondi sees an expansion of productive forces, without 
any equivalent increase in the well-being of the masses of socicly. 
Political economy has no reason to describe the system and then 
to sit back and hope for the best. The outlook for humanity is 
black and something must be done about it. 

Gone too is the harmony of social interests. Sismondi was one 
of the earliest economists to speak of the existence of two 
social classes, the rich and the poor, the capitalists and the 
workers, whose interests he regarded as opposed: they were in 
constant conflict with one another. His formulation of this cla>s 
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ronflict is almost as extreme as that of Marx; and in the 
Communist Manifesto Marx and Engels acknowledged it.^ 
Sisinondi also emphasizes the disappearance of the small inde- 
pendent workers on the farm and in the workshop owing to the 
ruthless competition of concentrated capital and large-scale 
enterprise. Society, he says, is becoming divided into two classes, 
the owners and the proletariat. Property and labour are 
separated. 

Having tlirown optimism and the idea of social harmony 
overboard, Sismondi proceeds to analyse the causes inherent 
in the capitalist system which are responsible for the misery of 
[li(‘ masses. Sismondi feels that there is something wrong in the 
(oiiditions of capitalist production. He sees that this form of 
production is tending to increase the productive powers and 
die output of goods, but that the more the productive powers 
ifK'rease, the greater become the contradictions between capital 
and lalxmr, between production and sale. l~Ic sees that the 
‘Mnv/th ofprodiu'tio!! involves as a corollary that the producers 
(In' workers) sliall be limited in their consumption to the mini- 
jiimn of sulrsistence. Like Malthus, he considers it inherent in 
lapilalisl production that the workers cannot absorb the whole 
output ol' industry. But he is not prepared to accept this as a 
natuial phenomenon and to suggest as mitigation the use of the 
safely-N'alve of unproductive consumption. 

All this is implied in his work. But his analysis is based mainly 
on one idea: over-production and crises which arise from com- 
petition and the separation of labour and ownership. The latter 
makes the labourer completely dependent on the capitalist. The 
workers arc at the mercy of the employers. In order to live they 
iuive to accept employment at any wage the employer cares to 
offer. The supply of labour is entirely determined by the demand 
of tlie capitalist for wage-labour. Population docs not tend, as 
Malthus had claimed, to outrun the means of subsistence. 
Population depends on revenue. When the worker is indepen- 
dent lie has control over his revenue; he knows his present posi- 
doii and can calculate his future chances; and he can determine 
whether, and when, to marry and produce children. Since 
property and labour arc separated, revenue is under the control 
‘^f the capitalist. It depends on the capitalist’s demand for 

^ Marx and Engels, The Communist Manifesto (ed. Ryazanov^ 1930), p. 57. 

237 



REACTION AND REVOLUTION 


labour and this is constantly fluctuating, because it is deter- 
mined, not by the needs of consumers, but by the need to 
produce in order to employ capital profitably. 

Here the theory is joined to the ideas of competition and 
over-production. Capital is obliged by its very nature to seek 
continual increase of production. The classical economists had 
regarded this tendency with complacency; the Ricardian 
mechanism had shown where the self-adjusting force lay. 
Sismondi now points out that this continual increase irt produc- 
tion must give rise to periodic excess. The workers’ demand is 
always insufficient to absorb all products; with the prpgress of 
machinery periodic unemployment is created which still further 
reduces the workers’ purchasing power. Neither capital nor 
labour can be easily withdrawn from industries which are faced 
with a declining demand for their products. Fixed capital will 
have to stay in the declining industries; the workers will accept 
longer hours and lower wages; and production will continue to 
remain excessive. Sismondi condemns competition. Not only 
docs it lead to increased exploitation, because every capitalist is 
anxious to obtain the greatest profit; it also intensifies over- 
production. Competition is determined by the profitable employ- 
ment of capital, not by the needs of the consuming public. 

Over-production appears most strikingly in the crisis. Accord- 
ing to Sismondi crises are caused by three things: the competi- 
tive character of production which makes it impossible for each 
producer to know the market,* the fact that capital, not want, 
determines production, and the separation of ownership and 
labour which increases the revenue of the capitalists, but not 
that of the labourers who form the mass of consumers. These 
three factors create disequilibrium. Demand will increase 
unevenly: that for the products of industries which cater for the 
mass of the people cannot grow uniformly with producing power, 
because it is only the revenue of the capitalist which increases 
proportionately with production. The capitalist will exercise a 
greater demand for luxury goods; but this cannot make up for 
the other demand which has shrunk; it only causes changes in 
the distribution of productive resources which bring about 
fluctuations in economic activity and aggravate the difficulties 
of over-production. The progressive concentration of capital 
aggravates this disparity of demands. The capitalist system has 
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thus an inherent tendency to widen the gulf between production 
and consumption. 

Sismondi’s description of the weaknesses of capitalism was 
extremely acute. His analysis, quite apart from his unorthodox 
conclusions, was salutary even for the progress of non-socialist 
(‘(’onomic thought, because it forced ecoiu)misls (more than 
Malthus had done) to examine the problem of disequilibrium, 
ills influence in both fields was less great than it might have 
been, partly because of his inability to link his tlieory of dis- 
equilibrium with the corpus of pure theory of Ricardian econo- 
mic analysis. Sismondi’s formulation of most of the fundamental 
ec onomic concepts was vague or confused. And however much 
Ills practical conclusions may have liad a basis in reality, they 
lacked the theoretical background which would have made them 
significant to economists or, in the long run, even to socialists. 

Sismondi’s remedies reveal this lack of a unified principle of 
analysis even more clearly. He considers the cause of economic 
evil to be the disparity between productive power and the social 
relations which determined their use. He wavered between a 
remedy which would replace the existing social order by one 
which would be in harmony with the productive powers, and a 
remedy which would limit the expansion of productive powers 
so as to make them congruous with the opportunities offered by 
existing social relations. He was, however, certain that the 
laisser faire policy of the classics was useless. The state must step 
in to mitigate evils and remove their causes. But when it comes 
to saying how this could be done, Sismondi hesitated and indeed 
expressed doubt about his ability to prescribe the correct policy. 

He rejected communism, because he was too great a believer 
in the importance of private interest. He rejected feudalism too, 
because he regarded it as a restriction of the productive powers 
of mankind. But his policy did in the end amount to a return to 
more primitive conditions. He defined the aim of policy as the 
reunion of property and labour and the re-establishment of 
equilibrium between production and consumption. This might 
also have been described as the socialist aim. But whereas most 
!!>ocialist thinkers of the period, particularly in England, came to 
J'egard abolition of private property in the means of pro- 
duction as the right method, Sismondi wanted to see a revival 
ul the independent producer, the small farmer and the artisan. 
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Pending this return to the golden age it should be the task of 
government to prevent the increase in disequilibrium. This 
could best be achieved by slackening industrial progress. 
Government should, above all, put a brake on invention and 
aim at having such a rate of progress that the necessary adjust- 
ments could be made smoothly and without causing over -pro- 
duction and misery. Thus, Sismomli is led into an impasse, 
in which only the retrograde step of delaying material progress 
based on scientific advance offers the prospect of a .Solution. 
With all his historical interest, Sismondi lacked ihc' insight 
into economic development which would have prevented liis 
sympathy for the oppressed from leading him into a {position 
incompatible with his intention.^ 


Proudhon {j8og-68), Proudhon is bellcr kiiowii tlian Sismojidi 
and has had a vastly more important influence on socialist 
thought. He is one of the main inspirers of syndicali.'^t and 
anarchist doctrine. But his role as political theorist has been 
more important than as economist; and because he lias been 
the subject of many specialist studies a short summary of his 
theorieswill suffice. 

To understand the quality of Proudhon’s criticism of capi- 
talism and of other socialist thinkers, as well as his positive 
theory and policy, it is uscllil to remember Marx’s charac- 
terization of him as a petty-bourgeois. He was the son of a small 
brewer and was born into an environment of small peasant 
proprietors. He became a printer, and, although he spoke of 
himself as a son of the working class, his social roots were defi- 


^ There is in the library of the University of Texas at Austin, Texas, 
a copy of the first edition (1819) of Sistnondi’s jVouveaux Piindpcsy not ouiy 
beautifully bound and in perfect condition, but distinguished also by the 
fact that it belonged to J. B. Say, whose name appears on the fly-leaves. 
It contains numerous notes by Say, with one exception carefully pasted on 
to the margins of the book so as not to disfigure tlic pages. 1 must reserve 
for another occasion a full description of these notes which arc mainly con- 
cerned with a defence of Say’s theory of the market. On Sismondi's final 
conclusion, 1 might quote these two observations by Say: ‘Arretei 
Taccroissement de Tindustric pour rendre service a la socictc! Bone Deus!'^ 
and ‘Le fait prouve contre vous, car le fait est que de nos, jours, malgre 
nos pr ogres tant deplores par vous, Touvrier est mieux iiourri, mieux veiu, 
mieux loge, qu *il ne I’a et6 a aucune autre epoque.’ 
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nitely in the lower middle class. An unquenchable thirst for 
knowledge made him read and study continually; and although 
the knowledge he acquired was never fully digested, it was large 
enough to make him conscious of the importance of learning 
and somewhat vain and contemptuous of those whom he thought 
without it. 

From an early age he was interested in social problems. He 
showed himself possessed of a critical mind which was not afraid 
to attack accepted ideas. At the age of thirty-one he published 
his first important and perhaps his most brilliant book, Qu'est-ce 
one la propriete ou recherches sur le principe du droit et du gouvernement. 
I’iiis was followed, in 1846, by his other great work. Contradic- 
tions konomiques^ ou Philosophic de la Misere^ to which Marx 
replied in his La Misere de la Philosophic: a reply which cost him 
Proudhon’s friendship. In these books the influence of his 
environment is supplemented by his natural bent for philoso- 
phical speculation and his love of dialectics. Contact with the 
working-class movement, which led to his active participation 
in the revolutionary movement of 1848, determined the critical 
aspect of his theory. The interest in philosophy determined his 
love for abstraction and for verbal paradoxes. This factor 
became even more important when, largely through Marx’s 
influence, Proudhon took up seriously the study of the philo- 
sophy of Hegel. Among other ideological influences must be 
mentioned the Bible (although Proudhon was not religious, he 
derived his idea of justice to some extent from the Old Testa- 
ment) and the writings of the political philosophers of the period 
after the French Revolution, particularly of Fourier, who had 
stated the view that social development proceeded by way of 
continual contradiction between what it aimed at and what it 
achieved. 

One moral idea underlies the whole of Proudhon’s thought: 
the idea of justice. Again and again Proudhon speaks of justice 
as the supreme principle of human life. But how is justice to be 
achieved in society? Here an Aristotelian concept is used. Justice 
is the same as reciprocity, equality, equilibrium. Social life, 
nature itself even, contains irremovable contradictions. The anti- 
nomies of Kant, later the thesis-antithesis of Hegel, are Proud- 
hon’s inspiration for the theory that contradiction is the eternal 
principle in human affairs. Having raised contradiction to this 
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exalted status, Proudhon’s search is not for the political means 
of changing social institutions, but for the discovery of the right 
idea which would abolish contradictions in the abstract. That 
idea is the concept of justice as an equilibrium of opposing 
forces. Society can only make the fullest use of its powers when 
‘les forces en fonctions dont il se compose soient en equilibre’ 
(the forces of which it is composed are in equilibrium).^ 

The idea of a reconciliation of opposing forces underlies all 
his theory and his practical proposals. It is particularly marked 
in his attitude to property. Even in his first work, which launched 
into the world the famous definition Ta propriete, e’eU le voV 
(property is theft), Proudhon’s object was not to analyse the 
different economic relations which underlay different fprms of 
legal property. He did not attack private property as such. On 
the contrary, he regarded property as an essential condition of 
liberty. Because he accepted the view that labour was the sole 
source of wealth and constituted the only title to property, he 
regarded it as vital that every one should be able to enjoy and 
own the fruits of his lal)our. What he objected to was the abuse of 
property, the celebrated droit d'auhaine^ the power to exact an 
unearned tribute wdiicai modern cajhtalist enterprise and its 
laws gave to the capitalists. Rent, interest, profit, should be 
abolished, but property should be preserved. 

How were the excrescences of private property to be removed? 
Proudhon made a large number of suggestions for various 
reforms relating particularly to rent, but he never went so far 
as to propose common ownership of the means of production. 
On the contrary, just as he opposed the contemporaneous 
French socialists such as the Saint-Simonians for being Utopian 
and for ignoring the laws of thceconomic process, he also rejected 
communism, because he thought that it was based on a false 
analysis of property. In his Theorie de lapropriite^ published post- 
humously in 1866, he went so far as to propose the retention 
of private property in its existing form with its power to use and 
destroy mitigated only by ^equilibrating’ guarantees.^ But his 
ideal was really not unlike that of Sismondi. The balance of 
contradictions is achieved and the power of exploitation is 
abolished when property is parcelled out and agriculture and 

^ A. Cuvillier, Proudhon (1937), p. 253. 

2 ibid., pp. 194-5. 
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industry are carried on by numerous small producers. Property 
may then be said to exist no longer for ‘ les droits et les preten- 
tions dc chacun se faisant contrepoids . . . le droit d’aubaine est 
a peine exerce’ (the duties and claims of everyone are balanced 
, . . the right of tribute is scarcely exercised).^ And similar to 
Sismondi also, in spite of his explicit rejection of Sismondi’s 
view on invention as retrograde, is Proudhon’s insliuctivc 
dislike of machinery, because he feels that it is incompatible 
with his small-producers’ commonwealth. 

The political organization of this ideal society should also 
reflect the equilibrium of forces, or, as Proudhon calls it, the 
social ‘mutualism’. The state, he thought, must disappear. 
Anarchy was the ideal form of social living; that is the absence 
of government as a coercive force, and its replacement by volun- 
tary association for the administration of things, not the rule 
over persons. This theory was never carefully worked out, and it 
did not prevent Proudhon from approving some of the most 
coercive acts of authoritarian government. It did, however, 
make Proudhon object strongly to socialist and communist 
theories which seemed to him to involve the maintenance of a 
coercive state. Proudhon realized that large-scale industry could 
not be entirely abolished. It had to be integrated with his society 
of small farmers and artisans. The way to do it was to hand it over 
to voluntary associations of independent workers which would 
be free from state interference. The workers should follow the 
example of the capitalists and form companies for running big 
industries. 

This syndicalist dream comes at once up against the reality of 
the need for capital. And this leads to Proudhon’s most specific 
economic theory and proposal. The abuse of private property, 
he had said, consists mainly in the ability to extract income 
without labour. One of the most important ways in which this 

done is through the charging of interest on money. If only 
everybody were able to obtain loans gratuitously no exploita- 
tion would take place. Nor would there be any difficulty in 
establishing workers’ syndicates. Proudhon regards money as 
merely a medium of circulation. Following the Canonists, he 
thinks that, like a commodity, it ought to be bought and sold at 
cost, and not lent at interest. Lending at interest enables the 
^ A. Cuvillicr, Proudhon^ p. 72. 
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owner of money to sell one and the same thing several times over 
without losing his property in it. 

Having confused capital in its monetary form and money as a 
circulating medium, Proudhon applies the idea of lending with- 
out interest to bank credits, the most common form in which 
loans are made. Nature, he argues, supplies man freely with raw 
materials; labour, therefore, not capital, is productive. Credit, 
being nothing but an exchange, should not bear interest. The 
most important part of Proudhon’s economic programme 
becomes the creation of free credit through the establishpicnt of 
an ‘exchange bank’. 

There should be set up, he says, a bank without capital and 
thus without any interest burden. This bank would issue notes 
{bons d^echange)^ which, being inconvertible into gold, would cost 
little to produce. These notes would be issued against commer- 
cial bills representing a sale already made or, at least already 
decided on. If everybody agreed to accept these notes in 
payment for goods they would circulate in place of money. 
The bank would run no risk because it would only be dis- 
counting genuine commercial transactions. The important 
point, however, would be that this service would not cost any- 
thing. Interest being abolished, exploitation through property is 
abolished too. Moreover, since the exchange bank enables every 
worker or group of workers to get free credit with which to buy 
the means of production, the division of classes would disappear. 
Property and labour, which, as Sismondi had complained, were 
separated, would now be reunited. The way to the ideal com- 
monwealth of free and equal producers, to justice, and, there- 
fore, to the abolition of oppressive government is clear. 

Thus, Proudhon’s socialism becomes an unrealistic dream of 
a golden age, to be achieved by the abolition of interest. It may 
be said, however, that Proudhon lived in an environment in 
which the power of exploitation seemed symbolized in finance. 
But Proudhon’s failure to analyse the principles of capitalist pro- 
duction and to understand the quality of capital and the func- 
tion of money make his practical proposal as ineffective as his 
ideal is retrograde. The impetus which he gave to French social- 
ism was marred by the confusion he sowed. His ideas have lived 
on in anarchism and in the host of ill-considered nostrums that 
appear periodically during periods of crisis. Proudhon was 
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certainly moved by righteous indignation and reforming zeal. 
But he combined with it much that was reactionary. What he 
said about women and about war/ no less than the muddle- 
licadedness which is evident in his economic analysis, makes 
him akin to the romantics. From Proudhon and Sismondi 
monetary cranks of all ages have drawn their inspiration. 


The Forerunners of Marx. The last group of earlier socialist 
writers, Bray, Gray, Thompson, and Hodgskin did not wrap up 
their theory in quite so tortuous a philosophy as did Proudhon. 
lli(‘y all base themselves on the teachings of the Ricardian 
schf>()l but use tlie classical conclusions to ])oint a revolutionary 
inoial. They liad an ()pj)()rtunity to observe the early energetic 
trade-union movement and to acquire a more determined 
socialist theory. What is more important, the development of 
tiiis socialist tlicory was an easy transition from classical political 
economy itself These writers did not state the existence of a 
conflict of (lasses any better than did Smith, Ricardo, and 
MaUhus. A reading of these English .socialist writers disposes of 
tin' view that Marx invented the idea of the class struggle. As 
one writer has said, the surprising thing is not that Thompson, 
Hodgskin, and Marx drew socialist conclusions from the 
Ricardian system, but that the Ricardians themselves did not 
do so.“ As it was, the triumpli of the Ricardian school, excmpli- 
lied l)y the doctrinal certainty of a James Mill, was accompanied 
by a flood of wTitings of authors who were not prepared to 
accept the pessimistic conclusions of classicism. The authors 
wiu) are here specifically mentioned arc by no means the only 
ones in this movement.^ They are sehx ted because they repre- 
sent the trend in its clearest form. 

There are two common features in their writings. They all 
Start from the Ricardian formulation of the labour theory of 
value. They accept the explanation that the amount of labour 
embodied in a commodity is the substance and measure of its 

^ A. Guvillier, Proudhon^ pp. 254-7, 162-6. 

* G. Myrdal, Das Politische Element in der National okonomischen Doktrinbildung 
p. 124. 

I’ or a discussion of some examples, cf. Marx, Theorien iiber den Mehrwert, 
vol. iiij pp 281-313. 
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exchange-value. They rely on the distinction between produc- 
tive and unproductive labour. And they all develop in one form 
or another the concept of surplus value. In the capitalist system, 
they say, the wages paid to the worker are always less than the 
value of the product which the worker has produced and the 
capitalist has appropriated. Hence exploitation, oppression, and 
misery. 

The other characteristic common to all these writers is 
their revolutionary interpretation of utilitarianism. They all 
accepted the utilitarian postulate of the greatest happiness 
of the greatest number. We have already seen that tnis ideal 
could be given an egalitarian content and was given it even by 
some of the non-socialist utilitarians. The early English socialists 
also accepted the utilitarian emphasis on liberty and the critical 
attitude to existing institutions which was a natural result of 
philosophical radicalism. Bentham had shown the way. An 
existing social structure with all its concepts of law, rights 
and duties had nothing sacrosanct about it. It had to be judged 
in the light of the utilitarian ideal. Thus when the socialists 
came to inquire into the reasons for the absence of the ideal 
order in which there was no exploitation, because every one 
obtained the full fruits of his labour, they were not precluded 
from finding the answer in existing social arrangements and 
laws. In particular, they were led to attack the existing 
property distribution and the whole system of private 
property. 

With these basic ideas held in common, the writers in ques- 
tion laid stress on different aspects of their socialist creed. 
William Thompson (1783-1833) is very close to the utilitarians; 
so is John Gray (1799-1850?) in his earlier writings. Later, 
both he and John Francis Bray (1809-1895), through concentra- 
ting on certain practical remedies, were led to put forward pro- 
posals that resembled those of Proudhon; but as the authors 
were English, their theories never became quite so mystical. 
Thomas Hodgskin (1787-1869) was perhaps the most deter- 
mined socialist economist among pre-Marxian writers. The 
germs of many of Marx’s ideas are found in his books; and 
Marx acknowledged, at least partly, his debt to Hodgskin.^ 

Thompson’s chief works are An Inquiry into the Principles of the 

^ Marx, Theorien fiber den Mehrwert^ vol. iii, pp. 313-80. 
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Distribution of Wealth most conducive to Human Happiness (1824) and 
his Labour Rewarded (1827), which was a reply to Hodgskin. In 
the former book, he gives a consistent socialist interpretation of 
Ricardian economy and Benthamite philosophy. Labour is the 
sole source of value; the working class should be the only one to 
receive the product. In capitalist society labour was deprived of 
a part of what was its due by the claims of capital and land. This 
meant not only unnatural and unjust distribution which could 
never achieve the greatest happiness of the greatest number; it 
also created the striking contradiction of capitalism: plenty and 
poverty, and with them all manner of social evils. The remedy 
was the abolition of the capitalist’s tribute. Thompson knew 
that the capital which was consumed in the process of produc- 
tion added its value to the product. What he objected to was the 
capitalist’s ability to appropriate the whole surplus value which 
arose through the worker’s dependence upon the capitalist who 
owned the means of production. The policy of socialism is not 
very clearly worked out; but as an analysis and indictment of the 
early capitalist system, the Inquiry is an important document. In 
Ills second book Thompson took up the problem of policy. By 
this time he had become an out-and-out disciple of Robert 
Owen and he saw salvation exclusively in a systen) of c'o- 
operation. 

A similar process can be observed in John Gray. His first 
work, A Lecture on Human Happiness^ published in 1825, was a 
trenchant condemnation of the existing social order. It was 
based on the view that labour was the sole source of wealth and 
it analysed the falsification of natural justice in contemporaneous 
capitalism. Those who produce all are shown to receive only a 
fraction of the fruits of their labour, while the unproductive 
classes lead a parasitical existence. Labour creates the only title 
to property; and exploitation through the exaction ol' rent, 
interest, and profit is the real cause of all social ills. 

In two later works. The Social System: A Treatise on the Principle 
of Exchange (1831) and Lectures on the Nature and Use of Money 
(1848), Gray endeavoured to describe the principles of the ideal 
society. In these he outlined a system which was in many ways 
similar to Proudhon’s plan for an exchange bank. Unlike 
the latter it consistently applies the labour theory of value. 
Gray’s national bank was to ascertain accurately the amount 
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of labour time necessary for the production of dificrent 
commodities. The producer would receive in exchange for 
his product a certificate of its value which would entitle him 
to receive a commodity in which an equivalent amount of 
labour was embodied. This system would organize exchange 
(which Gray regarded as the great need) in such a way as to 
ensure an equilibrium between production and consumption. It 
would destroy the tyranny of money as a measure of exchange- 
value and put in its rightful place the only true measure, labour 
time. As a socialist policy this could be shown to be Utopian* 
because it lacked a sound analytical basis. What Gray wanted 
was to abolish private exchange, but to allow the capitalist con- 
ditions of production (which involved private exchange) to 
continue. He never analysed clearly the role of money in the 
capitalist economy, and was therefore led to isolate the process 
of exchange as that which needed reform. 

Similar ideas occur in Francis Bray’s Labour's Wrongs and 
Labour's Remedies or The Age of Might and the Age of Rights first 
published in 1839. Bray opposed Owenism, as expounded for 
example by Thompson in his labour Rewarded. Like Gray, he 
found the source of evil in unjust exchange. Labour time was the 
true measure of exchange- value; and just exchange was that in 
which equal quantities of labour exchanged for one another. 
But Bray went further than Gray. His universal exchanges in- 
volved universal labour, that is, the disappearance of private 
capitalist property and production. But at the same time Bray’s 
method of reaching this ideal slate of affairs was somewhat 
reminiscent of Proudhon. It consisted in the establishment of 
companies which would be able, through the issue of paper 
money, to purchase land and capital equipment. The result 
achieved with the aid of trade-unions and friendly societies 
would be a sort of syndicalism. 

Thomas Hodgskin wrote a number of books, of which Labour 
Defended against the Claims of Capital., Or the Unproductiveness of 
Capital proved with Reference to the Present Combinations among 
Journeymen, published anonymously in 1825, is the most impor- 
tant. His influence appears to have been quite considerable. It 
was exercised not only through books, but also through lectures. 
Although inspired, as the sub-title says, by the growing trade- 

^ Marx, Z^r Kritik der politischen Okonomie, pp. 70-3. 
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union movement and the opposition to it, Labour Defended was 
not merely a pamphlet of momentary political significance. It 
contained a careful analysis of the economic system. Its aim was 
to prove that the combinations of working men were justifiable 
if they were directed against capitalists who exacted an unjust 
profit. Capital had to be proved to be unproductive. This is done 
by basing on the Ricardian theory of value a skilful analysis of 
capital’s function in the process of production. 

In this analysis, Hodgskin laid the foundation of the distinc- 
tion, later elaborated by Marx, between the material aids to 
production, to which economists give the name of capital, and 
( apited as expressive of a certain form of property relation, 
which makes steam-engines, raw materials, and the labourer’s 
means of subsistence into capital. According to Hodgskin, by 
iidng the term indiscriminately to describe both the stored- 
iip labour, which is a material aid and cemdition of future 
production, and a social relationship, which gives the capitalist 
command over current labour, the economists have created for 
themselves the problem of the productivity of capital. If, says 
Hodgskin, by the productivity of capital is meant its power to 
create exchange value; and if it is, therefore, implied that cap- 
italist property is entitled to a share of the product, capital is 
(lelinitcly not productive. He admits, however, that the results of 
past ])roduction, etc., are necessary material conditions for the 
cx])(‘nditurt of current labour and, therefore, potentially 
productive. He does not explain this inconsistency in his own 
reasoning. 

Hodgskin does not make very clear the distinction between 
asovalue and exchange-value; but when he speaks of capital 
as a magic formula which is used to hide the reality of ex- 
ploitation, he is very near to the Marxian theory. According 
to a by then accepted economic tradition, Hodgskin distin- 
guishes circulating and fixed capital. The former, he says, is 
nothing but ‘co-existing labour’. Capital accumulation is noth- 
ing but the storing-up of labour; and, the increase of the skill of 
the labourers themselves is a more important aspect of accumu- 
lation than the storing-up of the products of labour. Fixed capital 
If' equally only a form of stored-up labour which becomes useful 
in production. It is also dependent on current labour for its utili- 
sation. Without the skill and energy of existing labour these 
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embodiments of past labour would be useless. Whether they are 
productive or not depends entirely on whether they are, or are 
not, used by productive labour. If all these machines, buildings, 
and so on were left unused, they would only decay. Fixed capital 
acquires utility not from past labour but from present labour. 
It brings a profit to its owner not because it contains stored-up 
labour, but because it enables him to command present labour. 

Hodgskin attempts to resolve all the productive qualities 
usually ascribed to capital into co-existing labour. He does this 
in order to build up a case against those who transplant these 
qualities into the material embodiments of labour ana so make 
capital itself productive independently of labour. The capitalist, 
according to Hodgskin, is the middleman who intervenes be- 
tween labour and the things with the aid of which labour is 
exercised; and who appropriates the larger share of the product. 
The natural social order is one in which this alienation of labour 
from its means of production and livelihood is abolished. 

Hodgskin has not much to say about policy. He adopts to a 
large extent the anarchist ideal. He was convinced that the 
magic formula of the productivity of capital had so imprcss(‘ci 
men’s minds that he was sceptical of any other. He doubted the 
efficacy of government even when it was democratic in form. 
The progressive enlightenment of the workers and their increas- 
ing strength through union would, he thought, make them 
abolish privilege, obtain the full fruits of their labour, and 
establish labour as the only title to property. Government would 
no longer l)e necessary, because ckiss division would have disap- 
peared. In the end, therefore, the ideal society to which 
Hodgskin aspires had the same characteristics as that of the 
other English and French pioneers of socialism. Marx attempted 
to build a different socialist theory on the same foundations but, 
as we shall see, while rejecting the conclusions of his forerunners 
as being Utopian, he ended up with an even more irrational 
system than theirs. 
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Marx 

Life and Sources 

It is a sound tradition which assigns Marx a place in every 
history of economic thought, but puts him in a separate chapter. 
Marx is now generally regarded as an economist who worked 
in the classical tradition. But admirers and critics alike agree 
that Marx was much more (and much less) than an economist, 
lie was a revolutionary who used the study of political economy 
a'; an instrument in a political struggle. His own claim was that 
it was ncce.ssary, through a study of political economy, to dis- 
(Dver the laws of social development and thus acquire a 
tlnwetical weapon, without which he regarded political action 
as condemned to be impotent. In fact, however, as wc shall sec, 
neither logically nor chronologically can Marx’s views as to 
what constitutes the law of social development be said to have 
been derived from his economic analysis. The relationship is 
almost exactly the opposite. 

Karl Heinrich Marx was born in Trier in i8i8. He came of 
an upper middle-class Jewish family, but his father left the 
Jewish faith soon after Marx was born. The son was destined 
for an academic or official career and was sent to study at the 
universities of Bonn and Berlin. He came into contact with the 
circle of young Hegelians who represented the most advanced 
section of German intellectuals at the time. Quite early in his 
Career Marx became dissatisfied with the scope which Hegelian 
philosophy offered to his energies and, therefore, critical of it in 
its current form; he began to search for a more practical mode 
of expression of social criticism. When he realized that an aca- 
demic career was impossible in the reactionary conditions 
which prevailed in Germany, he took to journalism as the form 

political activity which was most readily available. From 
tiiat time he never left politics. For nearly a year he worked on, 
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and later edited, the Rheinische ^eitung. He left because th(‘ 
strictness of the censorship prevented him from expressing liis 
increasingly revolutionary views. At about that time he wrote 
his very interesting critique of the Hegelian philosophy of the 
state, which already shows clearly his infusion of economic 
factors, or, as he himself called it, of materialism into Hegelian 
dialectics. 

After his experience on the Rheinische ^eiiung^ Marx’s long 
period of exile began. He moved to Paris where, at )Lhe end of 
1843, he took over the editorship of the Deutsch-franzosische 
Jahrbiichery of which, however, only one issue appeareq. It con- 
tained two important articles, one on the Jewish question and 
the other a critique of the Hegelian philosophy of law. The latter 
contains one of the clearest statements of Marx’s theory of 
history, of the class struggle, and of the nature of revolution to 
be found in any of his writings. Here he spoke of the coming 
union of German philosophy and French socialism, of philo- 
sophy as the head and of the proletariat as the heart of revolu- 
tion. It is an analysis which clearly reflects Marx’s own youthful 
ferment, his search for a new creed, so typical of many of the 
younger intellectuals of a Germany which was just emerging 
from pre-capitalist conditions. Much of the later Marx is 
already there; but the work is still full of the romance and 
idealism of his youth. 

The persecution by the Prussian government extended across 
the German frontier and succeeded in getting Marx expelled 
from Paris. At the beginning of 1845 he moved to, Brussels. 
Before that two important and related events had occurred. 
Marx had become interested in political economy (his first 
large economic work, which shows many traces of its philo- 
sophical antecedents, has only recently become available^), and 
he made the acquaintance of one who was destined to be his 
lifelong friend and collaborator, Friedrich Engels. 

Friedrich Engels came of an old-established Rhenish bour- 
geois family. His father was a textile manufacturer and he himself 

^ It appears under the title ‘Okonomisch-philosophische Manuscripte’ ii* 
vol. iii, abt. i, of the Marx-Engels-GesamtansgahCy published by the Marx- 
Engels-Lenin Institute in Moscow. Another edition with interesting inuo- 
duction and commentary containing reflections not acceptable to the ‘faith- 
ful* is: Marx, K., Der Hisiorische Materialismus ed. Landshut, S. and Mayer, 
J. P. (1932). 
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entered the family business of Ermen and Engels, cotton spinners 
in Manchester. Engels had become acquainted with English 
classical political economy and had developed a critique of it 
which led to results somewhat similar in their political impli- 
( Mtions to Marx’s critique of Hegelian philosophy. Engels 
had expounded it in a short article, ‘Umrisse zur Kritik der 
Nationalokonomie’, which Marx had published in the Detiiscfh 
jrnnzozi!^che Jahrbucher, After they had met in Paris they began 
to co-operate, and one of the chief fruits of this co-operation 
was Die Deutsche Ideologic^ a critical discussion of German 
pliilosophy which the authors claimed had finally freed them 
ha an Hegelian idealism^ Marx left Brussels in 1848 and re- 
turned to Germany in order to take an active part in the revolu- 
lion of that year. Exiled again, he went in 1850 to London, 
which remained his home for the rest of his life. He died there 
on the 14th March 1883. 

His chief economic writings began in 1847 La Mishe de 
la PbilosophUy a reply to Proudhon. In January of the following 
year, on the eve of the revolution, appeared the Communist 
Manifesto, written jointly with Engels, which presented the 
theory and programme of the Communist League formed in 
London in 1847. The next two years were mainly taken up with 
jf^urnalistic work, Marx having started to edit in June 1848 the 
Cologne Neue Rheinische ^eitung. During his subsequent career in 
L(aidon Marx began to study political economy in a systematic 
way. His researches in the British Museum made him acquainted 
with the founders of classical economy, and on the basis they 
had laid he began to develop his own theory. 

Political activity never disappeared from his life; it was even 
intensified. And his interest and participation in contemporary 
events gave birth to many influential works, such as The Eigh- 

^ It has recently been argued, convincingly, that the quarrel over the 
‘inaterialist’ or ‘idealist’ content of the Marxian/Hegelian philosophy is 
irrelevant, (by Schumpeter in Capitalim, Socialism, and Democracy, reprinted 
in Ten Great Economists (1952), p. 12). It is true that Marx reacted violently 
against the conservative conclusions of Hegel; and since he remained 
auached to a kind of Hegelian philosophy all his life, he liked to represent 
this reaction as standing Hegelian philosophy ‘on its feet’, instead of on its 
head. But while the philosophical garb in which he clothed his doctrines 
explains the extent of their influence in Germany and Russia (and the 
grotesque developments that have grown up around them), it is not signifi- 
«^ant for what is characteristic in Marx’s economic or sociological work. 
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ieenth Brumaire of Louis Bonaparte (1852) and The Civil War in 
France in i8yi (published immediately after the Paris Commune). 
But from our point of view the most important writings of Marx 
of that period are his economic ones. In 1859 he published his 
Critique of Political Economy^ which contains the germ of Capital 
It is noteworthy particularly because it contains the only 
systematic statement of Marx’s theory of money, a field in 
which he contributed little. In 1867 appeared the first volume 
of Capital^ the remaining volumes of this, Marx’s greatest work, 
did not appear in his lifetime. It was left to Engels \to publish 
them: in 1885 appeared volume ii and in 1894 voluipe iii. TIic 
fourth volume, which was itself in three parts and which gave 
an account of the history of economic doctrines, was edited, 
after Engels’s death, by Karl Kautsky; it appeared under the 
title of Jheorien iiber den Mehrwert in the years 1904-10. 

This account of Marx’s life and writings is necessarily brief. 
But it may serve as some background for his doctrines. To 
understand them we must be aware of all the forces which 
exerted an influence on Marx. As far as economic and political 
conditions arc concerned, wc must remember that Marx lived 
at a time when Germany was emerging from a state of economic 
backwardness and political reaction to join its western neigh- 
bours as a capitalist democracy. The lateness of this develop- 
ment made Marx sec the German development against the 
background of the already established new society elsewhere. 
The whole experience of English industrialism and the trade 
unionism it had produced, as well as of the French post- 
revolutionary political struggles, served as inspiration and as a 
background against which to interpret the social and political 
conflicts of Germany herself. 

Utilitarianism and early English socialism, French socialist 
thought, and the beginnings of German radicalism were the 
inspiration of Marx’s youth. He breathed an air full of political 
discussion. All the young intellectuals with whom he came in 
contact debated the problems of political emancipation. Repub- 
licanism, constitutional democracy, freedom of thought and of 
the Press were the issues of the day, just as they had been a 
century and more earlier in France and England. 

But these matters were discussed by philosophers; the solutions 
which were offered had somehow to be explained in terms of 
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the philosophy of the day. Here is the second great influence on 
Marx. Hegelian philosophy aimed at a comprehensive and dy- 
namic view of society by using the dialectical method. Marx was 
interested in the laws of movement of society, in the principles 
which determined social change. He rejected Hegel’s conserv- 
atism; claimed that it was due to his idealism; and tried to 
maintain the Hegelian dialectics while infusing into it those 
economic factors which he was increasingly coming to regard as 
the sole determiniints of social change. 

It is doubtful whether once he came to study classical political 
economy intensively, Marx ever really made any important 
use of the philosophical doctrines of his early period. What 
remained of them became a sociological framework for his 
economic theories: the economic interpretation of history and 
the doctrine of the class struggle. There also remained a c:ertaiii 
predilection for dialectical formulations. But it was left to his 
latter-day followers to resuscitate and enlarge these philosoph- 
ical elements into the so-called system of ‘dialectical material- 
ism’ : a system peculiarly suited to the casuistic needs of totali- 
tarian politics. It has little to do with an appraisal of Marx’s 
work as a political economist, notwithstanding tlie occasional 
rdcrcnccs to it in his own work. 


Method 


Marx himself tells us, in the preface to the Critique of Political 
Economy^ how he was led to study the economic structure of 
capitalist society. The need to define his attitude to current 
political controversy which had an economic content was one 
reason. The other was his desire to explain, by way of a criticism 
of Hegelian political and legal philosophy, the determinants of 
different state forms and legal institutions. He came to the con- 
clusion that the roots of these were to be found in what he called 
the sum total of the material conditions of social life. From 
this conclusion he derived the two elements which constitute 


the sociological basis of his economic analysis: an economic 
interpretation of history and the theory of classes and the class- 
struggle. As both these doctrines have become parts of a fiercely- 
hcld, and as fiercely-attacked, political dogma, it is not easy 
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without becoming involved in doctrinal battles to formulate 
them in a manner which is understandable and makes some 
sense. The following brief summary, therefore, follows as closely 
as possible Marx’s own formulation, even at the cost of some 
clarity. We shall see later how far these ideas can be said to have 
any validity apart from the particular purpose to which they 
were put by Marx himself 

Man, Marx said, is a social producer of his means of liveli- 
hood. Social production involves certain social reUtions, tlu^ 
quality of which will depend upon the degree of devcIojDinciit 
of the social productive powers. These social relations\conslitiUr 
the economic structure of society, on which is builf a super- 
structure of political and legal institutions, of ideas and modes 
of thought, which reflect in the last resort the existing economic 
structure. To understand these institutions and ideas in tlicii 
existing form and in their continual change, one has to study 
the economic structure which has given them birth. Political 
economy is the study of the anatomy of society, i.c. of the social 
productive relationships which constitute the economic system. 

This statement, Marx claims, points at once to the funda- 
mental principle of society, as well as to the contradiction within 
it which is the cause of social change. The principle is the social 
relationship entered into by men for the purpose of social 
production: a relationship which is appropriate to a given 
development of productive power. It enables society to make 
the fullest use of these productive powers and to increase them. 
But this very increase of productive powers brings them into con- 
flict with the social relationship which they had created. The 
relationship becomes inappropriate: instead of aiding the full 
utilization of man’s ability to produce and reproduce all his 
material conditions of life, it begins to hamper it. And sooner or 
later man will change this social relationship in order to allow 
the expanding productive powers to find their due scope. Political 
and legal institutions will have to change and so will ideas. 
Thus, social change involves at some stage a political revolution 
to complete the preceding evolution : the abolition of an existing 
political structure and its replacement by one more appropriate 
to the new economic order. 

The productive relationship in society, Marx claimed, can 
be said to consist in essence of a distribution of the members 
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of society in relation to ownership of the material means 
of production. In legal terms, it is a property relationship. 
When there is private property society is divided into classes 
which can be defined according to their position vis-d-vis 
the means of production. This division determines the place 
whicli each class occupies in the process of production, and 
it is also the basis of all other economic: phenomena. The 
economic structure of society is simply a particular social 
arrangement of production. It is the ultimate determinant of all 
social phenomena. Once economic relations have been estab- 
lished the process of production itself makes them subject to 
change: they become liistdrical categories. ‘If, to one period, 
they appeared as natural conditions of production, they were 
to another the historical result of production. They arc con- 
tinually changed within production itsedf 

It is to capitalism that Marx now applies this philosophy of 
history, and it is the peculiar manner in whic:h he applies it 
which distinguishes him so sharply from even those classical 
eronomists who had held not dissimilar views on past social evo 
kitioii. Marx looks upon capital ism not as a never-changing social 
order, but as one link in a chain. He is not prepared to accept 
as sacrosanct the existing property relations which are at the 
basis of capitalist society. He finds them as transicrit as those 
that have gone before. This critical attitude is the main dis- 
tinguishing characteristic of Marxian economic analysis.^ 

If capitalism was subject to change, what was the motive force 
of that change? According to this philosophy of history it had to 
be some contradiction inherent in the system which produced 
conflict, movement, and change. It is the task, Marx argues, of 
political economy to discover this contradiction. This basic con- 
tradiction of capitalism is the increasingly social, co-operative 
nature of production made necessary by the new powers of pro- 
auction which mankind possesses and the individual ownership 
al the means of production. It shows itself in the existence of two 
classes, capitalists and workers: the one owning the means of 

J Marx, Kritik der poliiischen Okonomie, p. xxxi. 

" The infusion of a critical and historical sociology into economic analysis, 
though rare in post-classical economics, is not unknown. Among modern 
<^onomists, two striking examples of a similar attitude are Schumpeter and 
Keynes. 

R 
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production (the material conditions of production), the other 
owning nothing but labour-power (the means of setting pro- 
duction ill motion). This inevitable antagonism results in a 
struggle between the two classes whose interests are incom- 
patible. This struggle between capital and labour, itself the out- 
come of the antagonistic social productive arrangement, takes 
many forms, of which the most comprehensive is the political 
one. To study the economic structure and to show how it reflects 
the fundamental contradiction in all its parts was for Marx an 
essential clement in the political activity in which Ins interest 
lay. 

It is important to emphasize the peculiarity of Marx^,s method 
of approach. This method is expounded in the Introduction to the 
Critique of Political Economy, and without it, it is difficult to 
follow the subscciuent analysis in Capital. Marx first analyses 
the four departments into which economists have divided 
economic activity: production, consymption, distributi(jii, 
and exchange. He distinguishes between the universal qualities 
of these categories, which possess validity for all time, and 
the historical ones, which arc significant only for a partic- 
ular })hasc of social development. In the work of non-socialist 
economists, he c laims, these two ctualities are continually mixed 
up, as part of their general error of regarding the capitalist 
system as eternal. He admits that there is a connection between 
these four departments. ‘Production brings forth the things 
needed for the satisfac tion of wants; distribution shares them 
out according to social laws; exchange distributes that which 
has already been shared, according to individual want; in con- 
sumption, finally, the product leaves the social sphere, it 
becomes directly the object and servant of individual want, and 
satisfies it.’^ 

This, he says, is only a superficial connection. It makes 
production subject to natur^d, and distribution to social, laws. 
It puts exchange in an uneasy place between the two. And it 
excludes consumption from the economic sphere, except as the 
end of one process and the starting-point of a new one. Marx 
goes on to show what he regards as the natural, that is the uni- 
versal, connection between production and consumption. First, 
there is productive consumption, which is the use of the product 
^ Marx, Z^r Kritik dei polili\chen Okonomie, p. xx. 
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in a new process of production, and consumptive production, 
which is the reproduction of human life itself. Secondly, pro- 
duction supplies the material for consumption, consumption 
the want, that is, the purpose of production. Finally, they are 
both parts of each other. Consumption is the final act of pro- 
duction; through it alone the product fulfils its function as a 
product. Production is part of consumption because it creates 
wants. 

hut, he argues, the identity of production and consumption 
exists only if we ignore the social relationship which mediates 
between them. Idiis mediation is distribution. Superficially, 
distribution means distribution of product^. But before it can be 
that, it has to be ‘first, a distribution of the means of j)roduction 
and secondly (which is only a furtlier quality of the same rela- 
tionship), a distribution of the members of society among the 
different branches of production’.^ Production must, therefore, 
presuppose such a distribution. And distribution in the conven- 
tional sense is determined by distribution as a social element in 
the process of p?'oduction. Ricardo, according to Marx, was 
getting near the truth when he ma de d istribution, rather than 
production, the subject of political economy. He erred in think- 
ing that the laws of distribution were natural and not historical. 
Exchange, finally, is a part of production and is entirely deter- 
mined by it. There can be no exchange without division of labour 
(a productive factor) ; and thequality of exchange depends on the 
quality of production (for example, private exchange arises from 
private production). One has, Marx says, to keep in mind the 
interaction between these elements in order to become aware 
of the historical-social relations which lie behind their super- 
ficial universal connection. 

Marx makes a similar analysis of the method of economic 
incjuiry. It would be natural, he said, to approach the economic 
phenomena of society in their concrete reality. This is how 
economic inquiry began. It took as its starting-point ‘popula- 
tion, nation, state . . . and ended by having discovered in its 
analysis certain determining, abstract general relations, like 
division of labour, money, value, ctc.’**^ Once these abstractions 
had been made, political economy took them as its starting- 
point and worked its way up to concrete reality. Although this is 

^ Marx, Kritik der politischen Okonomie, p. xxx. ® ibid., p. xxxv, 
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the correct scientific method, it has its dangers. It reverses the 
order in which reality itself proceeds. One must, therefore, 
always remember that even the most abstract economic concept 
presupposes an existing concrete reality of which it only repre- 
sents a single element. Simple economic categories may have had 
an actual historical existence in their abstract simplicity; but 
they do not acquire their full significance except in a highly 
developed economic system. 

Political economy must study the most abstract categories 
in relation to the anatomy of capitalism. Marx endeavours to 
relate elementary economic concepts such as valu^ labour, 
money, etc., to the conditions of capitalist production’, He also 
traces the historical development which leads up to modern 
capitalism; and he shows the earlier more primitive form 
of existence of these economic concepts. This method makes 
Capital very different from the majority of economic treatises 
after Ricardo’s. Some formal resemblance to this method may 
be found in three other works, The Wealth of Nations^ Steuart’s 
Principles^ and Marshall’s Principles in that they arc attempts to 
combine economic theory, economic history, and the history of' 
economic doctrines. A similar approach, in a more limited field, 
underlies Schumpeter’s Business Cycles^ and Keynes’s Ge?ieral 
Theory y though less systematically presented, shows the same 
scope. 


The Labour Theory of Value 

The simplest concept which relates to man’s activity of pro- 
ducing his means of livelihood is human labour. Labour may 
be viewed in its natural (universal) form and in its social 
(historical) quality. The former is a ‘purposeful activity 
directed to appropriating natural objects in one form or 
another’. As such, ‘labour is a natural condition of human 
existence; a condition of the metabolism of man and nature 
which is independent of all social forms’.^ Labour in this sense 
produces objects which satisfy human wants, in other words, 
objects which possess use-value. Use-value is inseparable from 
the object’s concrete qualities: different use-values coincide 
with differences in the material qualities of commodities. As 
^ Marx, Z^r Kritik der politischen Okonomie^ pp. xxxv~xlv. 
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use-values these commodities realize their purpose in con- 
sumption. Labour, viewed as a producer of use-value, is not the 
sole source of value; for this labour cannot be exercised without 
some natural material. Different use-values embody different 
proportions of labour and nature; but the latter clement must 
always be present. 

There are two further aspects of labour in this form: particu- 
lar labour, and the sum-total of the individual labours of all 
members of society which produces the sum-total of use-values 
which society requires. In its second aspect, labour acquires a 
social significance. As soon as man produces socially, use-value 
becomes part of the social network and the quality of use-value 
becomes independent of particular individual labour. Use- 
value becomes the product of a fraction of the total labour of 
society. This means further that individual labour has become 
generalized: it has become a part of social labour. Some social 
arrangement has been found for apportioning the labour of cill 
individual members of society to the production of all the use- 
values required. 

As far as use-values are concerned, it is a matter of indif- 
ference on what particular social arrangement their produc- 
tion has been based. The material cpialities of commodities 
(which constitute their use-value) arc not thereby affected. ‘We 
( aiiiiot say from the taste of the wheat, whether it was raised by 
Russian serf, French smallholder or English capitalist.’^ But it is 
clear that some social productive relations must exist. ‘Every 
child knows that a country which ceased to work . . . would die. 
Every child knows, too, that the mass of products corresponding 
to the different needs require different and quantitively deter- 
mined masses of the total labour of society. That this necessity 
oi distributing social labour in definite proportions cannot be 
done away with by the particular form of social production, but 
can only change ihe form it assumes^ is self-evident. No natural 
laws can be done away with. What can change, in changing 
historical circumstances, is the form in which these laws 
operate.’ 2 

The way in which the transformation of the individual labour 
mto a fraction of social labour takes place will depend on the 

^ Marx. Kritik der poUlischen Okorumiie, p. 2. 

^ Marx, Letters to Dr, Kugelmann (no dale), p. 73. 
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relations in which the labour of each individual is apportioned 
to the social order itself. In a patriarchal peasant family, for 
example, which satisfies all its own needs by producing corn, 
animal products, yarn, linen, and clothing, the social relations 
of the members imply a social planning of production in 
accordance with the total needs of the family and its productive 
powers. The labour of every one is exercised only as ‘an organ 
of the common labour power of the family.’^ Similarly, Marx 
argues, in a typically over-simplified analogy, in an association 
of free men who communally own the means of production, 
each one would ‘consciously expend his indivadual* labour- 
power as a part of the labour-power of society’. ^ 

There arc, however, societies in which the identity of indi- 
vidual and social labour has to be specially achieved The 
characteristics of capitalism arc private property in means of 
production, individual enterprise, and private appropriation 
and exchange. How is social labour apportioned in such a 
society? The way in which it ‘generalizes labour’, is to make 
commodities into carriers, not only of use-value, but also of 
exchange-value. ‘The form in which this proportional division 
of labour operates, in a society where the interconcction of 
social labour is manifested in the private exchange of the indi- 
vidual products of labour, is precisely the exchange-value of 
these products.’^ 

In capitalist production every commodity has a double 
character: use-value, because of its material qualities, and 
exchange-value, because a portion of social labour has been 
expended upon it. A commodity may have use-value without 
having any exchange-value at all, e.g. gifts of nature. Bui 
exchange-value presupposes use-value. The qualities which 
give a commodity use-value are, in the capitalist system, the 
‘material carriers of exchange-value’.*^ The exchange-value of 
a commodity is nothing l)ut a fraction of ‘abstract human 
labour’; its measure, ‘the amount of value-forming substance, 
i.e. labour, which it contains’. That amount itself can be meas- 
ured by the labour time spent on the production of the com- 
modity. This labour time must not be regarded as the time 

^ Marx, Da^ Kapital, vol. i, p. 45. - ibid. 

^ Marx, Letters to Dr, Kugelmamiy pp. 73-4. 

* Marx, Dos Kapital, vol. i, p. 2. 
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spent by a particular labourer on that particular commodity: 
one must not think that ‘the lazier or less skilled a man is’, 
the more valuable will be his product. The measure of the 
exchange-value of a commodity is the ‘socially necessary labour 
time’ embodied in its production. ‘Socially necessary labour 
time is the labour time necessary to produce any use-value with 
the given normal conditions of social production and the social 
average degree of skill and intensity of labour.’^ 

In capitalist production labour too has a double character. It is 
productive of both use-value and exchange-value. As the former, 
it is concrete, particular labour; as the latter, ‘it is abstract, 
general, and ecjual labour’.^ To the variety of use- values in 
society corresponds a variety of human labour. This can exist 
without private exchange. But in capitalism, in which there is 
private exchange of products, there appears also the pheno- 
menon of exchange-value which ignores the individual material 
difi'erences of commodities as use-values and creates a general 
equivalence of them. Similarly, labour in such a society, in so 
far as it results in exchange-value, is an abstraction from the 
different forms of useful labour: it is ‘expenditure of human 
labour power’. ^ In relation to use-value, the labour embodied 
in a commodity has only a qualitative significance; in relation 
to exchange-value, only a quantitative one. The existence of 
different types of labour and different skills does not matter; 
each type of labour can be expressed in terms of the simplest, 
least-skilled form of human labour. In a given time the more 
complex, more highly skilled types of labour produce com- 
modities with a higher exchange-value than the less-skilled 
ones. They can be reduced to multiples of the simplest form of 
labour. Such a reduction docs in fact take place all the time: 
different types of labour arc reduced in the economic process to 
a universal equivalent. 

By formulating the labour theory of value in this way, Marx 
has made one important departure from the classical economists: 
if the exchange-value of a commodity is nothing but the 
expression of the socially necessary labour time used in its 
production, labour itself can have no value. ‘To speak of 

^ Marx, Das fCapital, vol. i, p. 5. 

® Marx, ^ur Kritik der politischen Okonomie^ p. 1 3. 

® Marx, Das Kapital, vol. i, p. 10. 
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the value of labour, ... is equivalent to speaking of the value 
of value; or to wish to determine, not the weight of a body, but 
the weight of weight itself.’^ 

The twofold character of commodities and of the labour 
which produces them creates two difficulties. One, Marx called, 
in a celebrated phrase, ‘commodity fetishism’. He argued that if 
we looked on a commodity merely as a use-value there was 
nothing mysterious about it. Nor was exchange-value, looked 
at by itself, difficult to understand. It is not difficult, hp claimed, 
to think of social human labour in the a))stract, as expenditure of 
brain, nerve, and muscle; nor to think of its quantity, i\s distinct 
from its quality. The trouble is the contradictory nature of the 
commodity: it is use-value and exchange-value at the same time. 
This shows itself in three ways: the equivalence of human 
labour leads to the equivalence of the exchange-values of the 
products of labour; the expenditure of human labour, in terms 
of time, appears in the form of the measure of the exchange- 
value of products; finally, the social relation of the producers 
takes the form of a social relationship of products. The com- 
modity reflects the social character of labour. The producers do 
not see their own social relationship: it seems to them as a social 
relation of their products. Exchange-value is nothing but a 
relation between persons; ‘but it is a relation which is concealed 
behind things’.^ The social relation of producers — which, as we 
have seen, Marx regards as the essence of the economic structure 
— appears as a relation of commodities. 

The second difficulty inherent in the contradictory character 
of the commodity is this: a commodity must have use-value, but 
not for its owner; for if it had, it would cease to be a commodity. 
For him, it is only exchange-value: it is a means of exchange. 
To acquire use-value the commodity has to meet the specific 
want which it can satisfy. There has to take place a general 
process of exchange between all commodities before they can 
all become use-values. In this process each commodity leaves 
the possessor for whom it has no use-value and gets into the 
hands of one for whom it has. It does not alter its material 

^ F. Enp^els, Herrn Eugen Duhring^s Umwdlzung der Wissenschnft (192^^ 
p. 212. 

2 Marx, Das Kapital^ vol. i, p. 38. 

® Marx, J^ur Kritik der politischen Okonomie^ p. 10. 
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qualities, but it alters its relation to man. Tn the hand of 
the baker, bread is only the carrier of an economic relation’^ 

. . . in that of the customer it becomes use-value, i.e. 
food. 

In the process of exchange commodities also become ex- 
change-values. Exchange-value is only a theoretical concept 
until the moment when the commodity changes hands. Marx 
conchides, therefore, that in the process of exchange commodi- 
ties become use-values and exchange-values. This means that 
the relation between commodities which is established in ex- 
change has to be a double one: a relation of exchange-values 
and of use-values. As cxcliangc-valucs commodities arc all of 
equal quality, they only differ in quantity, but as use-values 
they arc all qualitatively different. One and the same exchange 
must therefore be an equivalence of things which are embodi- 
ments of the same quantities of Uibour time; it must also 
be a relation of specific use-values, designed for different 
wants. Exchange appears as an equivalence and a non- 
(•(|ni\'alcnre. 

The difficulty is that ‘in order to become exchange-value, . . . 
a commodity has to be disposed of as use-value . . . while its dis- 
posal as a use-value, presupposes its existence as exchange- 
\ulue.'- The difficulty, Marx says, is solved by making one com- 
modity into the universal ecjuivalcnt. This commodity is given 
stmielhing in addition to the limited capacity of a specific use- 
value, namely, the ability to represent embodied social Uibour. 
By excluding one commodity from the rest and giving it that 
ability, it acquires, in addition to its own specific use-value, a 
new general one which is the same for everybody. It becomes 
tlie carricT of cxcliange-value. Once that is done, different 
eommodilies (which arc only different amounts of socially 
necessary labour time) appear as different quantities of 
eiie and the same commodity. This universal equivalent is 
money. Tt is a crystallization of the exchange-value of 
commodities which they themselves produce in the process of 
exchange.’'^ 

It is not money which makes commodities commensurable. 
On the contrary, because as exchange-values all commodities 

3 J^arx, ^tir Krtiik der politischen Okojiomie^ pp. 20-1. 
ibid. p. 23. 3 ibid., p. 28. 
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are embodied human labour and, therefore, inevitably com- 
mensurable, are they able to measure their value in the same 
specific commodity and to transform this into the common 
measure of value, money.’ ^ In a system of commodity produc- 
tion, that is, in a system based on private property and ex- 
change, ‘money as a measure of exchange-value is the form in 
which the immanent measure of the value of commodities, 
labour time, of necessity appears.’- 

So far what Marx has done is to develop a theory bf produc- 
tion in certain specific social circumstances. Much yspacc has 
been given to it, partly because it has been the mo^t contro- 
versial part of Marx’s ‘pure’ economic theory; and partly also 
because it represents the most yjorsistent elaboration of the 
classical theories of Smith and Ricardo into something like a 
logical structure. That structure is not, of course, a theory of 
value in the modern sense. In spite of the e]al)orate pseiido- 
philosophical garb in which it appears, the theory says little 
more, and says it less well, than what Smith had said more than 
150 years earlier. We shall see later that it has no use as a tool 
of economic analysis. To Marx, its real purpose was to serve 
as a basis for his theory of exploitation. 


Surplus value 

Marxsummcirizes the possible objections to the labour theory 
of value under four heads. In the first place it may be argued 
that labour itself is a commodity and has, therefore, exchange- 
value, a conclusion which Marx rejected. / Secondly, ‘if the 
exchange-value of a product equals the labour time contained in 
it’, then the exchange-value of a given amount eT labour time, 
say ‘of one day’s labour, must be equal to its product’. In other 
words, ‘the wages of labour must equal the product of 
labour’.^ 

The question why the exchange-value of labour is less than 
that of its product is, therefore, another one which requires an 
answer. Thirdly, the market price of commodities is constantly 

^ Marx, Das Kapital^ vol. h p* 59 , 

2 Marx, Kritik der politischen Okonomie. ^ ibid. pp. 44-0. 

* ibid., p. 45. 
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fluctuating. How can this fact be reconciled with the labour 
theory? Finally, if labour creates, and labour time measures, 
exchange-value, how is it to be explained that there are com- 
modities, i.e. things which possess exchange-value, on which no 
labour has been expended? In other words, how can one 
account for the exchange-value of the gifts of nature? 

Marx claims to have provided the answer to these questions 
in the remaining parts of his theory: questions one and two 
in his theory of wage-labour and capital, question three in the 
theory of competition, and question four in the theory of 
rent. 

The first problem is how to explain wages on the basis of the 
labour theory of value. Coupled with it is the second problem, 
namely, the emergence of a surplus. Marx treats them together 
in his analysis of the wage-labour capital relationship, which 
leads to the concept of surplus value. The starting-point is the 
analysis of capital. We have already seen what happens to the 
commodity in the process of exchange and we have traced the 
cmergcmcc of money. The process of circulation of commodities 
in its simplest form is C—M — C: a commodity is sold for money 
and with that money another commodity is purchased. But 
there also develops a different form of circulation, M — C — M, in 
which there is the purchase of a commodity with money for the 
purpose of selling it again for money. In this form money first 
acquires the character of capital. The purpose of such a 
circulation is clearly that the second M should be greater than 
the first. Thus the c[uality of the second form of circulation 
is essentially different from that of the first. 

In the first form, the final result is the spending of money on a 
commodity which serves as use-value. In the second form money 
is only advanced; it has to return to its starting-point. In the 
first form, use-value is the aim; in the second, exchange-value. 
J his is what differentiates the circulation of money as capital 
horn its circulation as money. While the first process is based on 

qualitative difference between two goods, the second process 
^ust be based, if T is to have any purpose at all, on a quantita- 
fivc difference between two sums of money. There may be quan- 
titative differences in the first form too, in the sense that one 
commodity is sold above, and another below, its cxchangc- 
^aluc. But such a difference is only accidental. The circulation 
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of money as capital, then, involves buying a commodity in 
order to sell it for a larger amount of money. 

But docs not the appearance of money as capital contradict 
the equivalence which, according to Marx, is established 
in the process of exchange? As far as use- values are con- 
cerned exchange does not rest on equivalence. On the con- 
trary, it is just because the use-values of two commodities 
differ for the two parties that exchange can take place at all. 
But the original form of exchange must involve an equivalence 
of exchange-values. Therefore, exchange of commci|(ditics itselt 
cannot be the source of the surplus. I'hcre is yet), a further 
difficulty. Although a surplus cannot arise in exchange, it is 
impossible for it to arise anywhere else. Exchange-value is not 
realized until exchange takes place. 

The problem seems more difficult than ever, for we have con- 
cluded that the surplus, or "surplus value’, as Marx calls it, 
cannot have its origin in the process of circulation of commodi- 
ties; and yet that it is only in that process that surplus value can 
appear. The problem is solved in this way. In the process 
M~C — KV (where W is greater than M) the increase of 
the original amount of money ( annot take place in the second 
half of the transaction: in it, "the commodity in its natural 
form is only re- transformed into its monetary form ’. The increase 
must therefore take place in the first half of the transaction, i.e. 
in the purchase of C by M, But the increase cannot be due to 
the exchange- value of C\ the increase must be due to the use- 
value of C. Now, if the owner of money (which he uses as capital) 
could find on the market some commodity ‘whose use-value had 
the peculiar quality of being a source of exchange-value’, the 
solution of our problem would be at hand. Such a commodity 
would, when consumed, create exchange-value. But that, ac- 
cording to Marx’s theory of value, can only be a commodity 
whose consumption results in the embodiment of labour. Such 
a commodity does in fact exist: it is human labour power, which 
in capitalist conditions of production can be freely bought and 
sold in the market.^ 

Marx analyses how the exchange- value of labour power is 

^ Marx, Bas Kapital, vol. i, pp. 129-30. See also vol. ii, part i, p. 119 
which Marx explains this doctrine in relation to Ricardo’s difficulty o\cr 
the same problem. 
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determined. Like that of every other commodity, it is formed 
and measured by the amount of socially necessary labour time 
which is required for its production* it is determined by the 
amount of socially necessary labour time embodied in the 
labourer’s means of subsistence, i.e. in their exchange-value, 
d’liesc means of subsistence arc historically determined, they 
will contain a traditional clement. The means of subsistence 
will also have to be large enough to ensure the perpetuation 
of the labouring class by allowing the labourer to raise a 
family. 

By consuming the commodity which he has bought, the buyer 
appropriates its use-value. The capitalist who has bought labour 
[)()wer consumes it in the process of production. I’he capitalist 
scis the worker to work. He makes him embody his labour 
in commodities whose exchange-value is then determined by 
the amount of socially necessary labour time which they 
(orilain. The product l)clongs to the capitalist who has em- 
ployed the producer and wlio has made him expend his labour 
on materials and m(‘ans of production which contain em- 
bodied labour. The exchange-values of these materials, etc., 
form part of the exchange-value of the finished product. To this 
must be added the labour time spent on its production measured 
as the necessary social average. This is the use-value which the 
capitalist has bought in buying the commodity labour power. 
But what he has paid for it is its exchange-value, determined by 
tlie socially necessary labour time embodied in the labourer’s 
means of subsistence. Human labour power can be expended 
in a longer time than that which is required to produce it. 
It is on this ability that surplus value depends. If, for example, 
the time necessary to produce the labourer’s means of sub- 
dstcnce for a whole day were four hours, that would measure 
the exchange-value of one day’s labour power. But the capitalist 
'vho buys it obtains its use-value, which may be any portion of 
that day, for example, eight hours. It is out of this difference 
that surplus value arises. 

The capital which the capitalist employs can be divided into 
^'distant capital, wJaich includes raw materials and machinery, 
etc. and variable capital, which is the part spent on the 
purchase of labour-power. The former is called constant because 

does not alter it.s value in the process of production: it only 
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adds it to the commodity that is being produced. The latter, 
however, alters its value: it produces its own equivalent and the 
surplus value which is itself a variable magnitude. The distine- 
tion is, as we shall see, in the Marxian system, of vital impor- 
tance. 

Marx now distinguishes a further concept: the ‘rate of sur- 
plus value’. This is the proportion of the increment of capita! 
which appears at the end of the process of production (surplus 
value), to the variable capital. If C is the total capital, c and v 
its two component parts, and 3' the surplus valuci the whole 
process will be one in wliich c l v result in c | v -|- x The rale 

of surplus value will be This rate expresses, according to 

Marx, the ‘degree of exploitation’ ol'laljoiir by capital I'hc pait 
of the product which represents surplus value is the sur])lus 
product — the ])hysiocratic produit net^ but in a different guise. 
Just as surplus value is expressed in terms of variable ca])it.il 
only, the surplus product is also meeisured in relation, not 
to the total product, but to that part of it which represents 
the socially necessary labour time for creating the labour power 
used. Marx also distinguishes between the simple rate of surplus 

value ~ (the, as it were, ration l^etwccn ‘paid’ and ‘unpaid’ 

labour) and the annual rate of surplus value where n is 

the number of turnovers of the variable capital in a year. It is 
this which is relevant for the relation between surplus value and 
rate of profit. 

Marx proceeds to examine the different factors which deter- 
mine the rate of surplus value and the relative size of the 
surplus product. These chapters, particularly the sections on the 
struggles over the length of the working day, are, like all thr 
historical chapters in Capital^ much more interesting and 
readable than most of the rest of Capital, From a theoretical 
point of view they produce one or two new concepts. Rate of 
surplus value is distinguished from the total mass of surplus 
value. The latter depends on the former and on the amount to 
variable capital used. It can vary with both; and it follows that 
if one determinant declines, the other will have to increase more 
than in proportion if the mass of surplus value is to increase, h 
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follows also that although the total capital used by different 
capitalists will be divided in different proportions into constant 
and variable capital, the amount of surplus value produced by 
different amounts of capital must, other things being equal, be 
in direct proportion to the amount of variable capital they con- 
tain. This last consequence is important because it seems 
to contradict the common experience of every capitalist, who 
knows that he does not obtain a smaller profit if he uses a 
relatively small amount of variable capital. 

Marx’s attempted solution of this contradiction is bound 
up with the problem caused by the divergence of market 
prices from value and is dealt with later. Marx points out, 
however, that if we look at the total capital of society that is 
being used in production, the total mass of surplus value 
which it will obtain will depend upon the average length 
of the working day and the number of the labouring population. 
The total surplus value created in capitalist society thus con- 
forms to the rules he has set out, even though when it is divided 
out among individual capitalists the rules do not seem to be 
observed.^ 

Marx also draws a distinction between absolute and relative 
surplus value. There are, according to his theory, two possible 
Avays of increasing the surplus value produced for the capitalist 
by an individual labourer. One way of increasing it is to 
lengthen the working day. The surplus value which depends 
upon this factor Marx calls 'absolute surplus value’. The 
other way is to reduce that part of the working day which 
represents the labour time required for the worker’s sub- 
sistence and to lengthen that which is embodied in the surplus 
product. The surplus value which depends on such an alteration 
of the proportions in which the working day is divided, Marx 
calls ‘ relative surplus value’. 

An increase of relative surplus value depends on an increase in 
the productivity of labour. In particular, in order to reduce the 
exchange-value of labour power it is necessary to reduce the 
socially necessary labour time embodied in means of subsistence. 
The productivity of labour must increase in those branches of 
production which turn out ‘wage goods’. But any increase of 


' Marx, Das Kapital, vol. i, pp. 270-1. 
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productivity will raise surplus value for the individual capitalist 
who applies this increase, for he will produce more units of a 
commodity with the same amount of labour power. The 
exchange-value of the unit product declines; but if the labour 
time embodied in the particular commodity by other producers 
docs not diminish, the socially necessary average will fall less 
than the labour embodied in tlie product of the first capitalist. 
He will, therefore, obtain an increased surplus value. This 
increase can also be regarded as an increase 'of relative 
surplus value, for the increase in productivity (everi\ though it 
did not necessarily apply to the means of subsistence) luis 
altered the proportions of the constituents of the workini; 
day. 

Because relative surplus value is directly proportionate to the 
productivity of labour it provides a ])owerful stimulus to the 
individual capitalist to improve his technique. Competition, 
however, forces his rivals also to adopt the new methods of 
production; thus individual excesses tend to disappear. This 
means a continual stimulus to each capitalist to increase pro- 
ductivity and thus to reduce the exchange-value of products 
(including that of labour power), because in the process lie 
increases his relative surplus value. The aim, according to Marx, 
is all the time to reduce the part which the worker works for 
himself in order to increase that part which he works for the 
capitalist. At this point, this theorem becomes involved in 
Marx’s general theory of economic development. 

Once capitalist production is established, the difference 
between absolute and relative suiqdus value explains the means 
for increasing the rate of exploitation which arc adopted in 
different conditions.^ In one sense surplus value has a natural 
basis. It appears as soon as a worker is able to work more than 
is necessary to support himself, and can therefore be made to 
support others. But the crucial point for Marx is the fact of 
exploitation by which ‘the surplus labour of one man becomes 
the condition of existence of others’.^ 

In the last sections of his discussion of the capitai/labour 
relationship, Marx deals in greater detail with the problem of 
wages. It is necessary to mention here only one of his points. The 

1 Marx, Das Kapital, vol. i, pp. 482-93. 

* ibid., p. 476. 
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main emphasis is on the fact that wages represent the value of 
labour power. Marx maintains that the wage-contract helps 
to hide the real nature of the exchange between the capi- 
talist and the worker, because wages appear to represent the 
value of labour, and not that of labour power; and he 
develops this in relation to different methods of wage pay- 
ment. 


The Theory of Capitalist Competition 

'flic preceding analysis shows Marx’s answer to the first 
two problems which the labour theory of value has raised: the 
value of ‘labour’ and the origin of surplus value. The next 
question concerns the fact that in reality the prices of commodi- 
ties do not vary according to any changes in the socially 
necessary labour time embodied in them. We may couple 
with this problem another one which has arisen: what is the rela- 
tion of the profit which each individual capitalist makes to the 
surplus value appropriated by the total capital of society? 
Marx’s answers to both these questions are best summarized in 
conjunction. 

His first step is to draw a distinction between the rate of 
surplus value and the rate of profit. We have already seen 
Marx’s analysis of the origin of the former. But what interests 
the individual capitalist is not which particular portion of his 
total capital is responsible for his increment. He is bound to 
employ constant as well as variable capital; and both parts of his 
capital appear to him indispensable for the creation of surplus 
value. So what concerns him is the rate of his increment to this 

total capital, that is, not - but — L_, This rate is the rate of 

profit. The distinction can be illustrated by an example. There 
are two capitalist factories A and B. A has a constant capital of 
£250,000 and a variable capital of £50,000. Let the proportions 
in B’s case be £150,000 and £50,000. Let the surplus value be 
£5^^5000 in both. Then the rate of surplus value is 100 per cent in 
either case; but the rate of profit is 16.6 per cent for A and 25 per 
cent for B. The rate of profit is thus shown to vary with 
die proportion in which the two kinds of capital are united, 
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The ratio of c and v is called by Marx the ‘organic com- 
position of capital’, the higher it is, the lower the rate of 
profit. 

The distinction can be made clear in this way. When the 
individual capitalist sells a commodity, he wants to get back 
what it has cost him to produce, that is, its share of the constant 
and variable capital which he employs (this Marx calls the ‘cost 
price’), plus an increment which is its share of the surplus value. 
This he calls ‘profit’. Profit is thus nothing but surplus value, 
but ‘in a mystified form’; it appears as ‘the oftspring of the total 
capital advanced’.^ The rate of profit is then the form\in which 
the capitalist becomes aware of the rate of surplus value. But 
the rate of profit is, as we have seen, not the same as the rate of 
surplus value; thought there is a relation between them. This 
can be expressed by the formula 

V 


where p' is the rate of profit and s* the rate of surplus value. The 
rate of profit is thus directly proportional to the ‘rate of ex- 
ploitation’; but inversely j)roportional to the organic composi- 
tion of capital. We shall see presently what use Marx makes of 
this conclusion. 

One consequence of the preceding analysis is that the rate of 
profit will differ in different enterprises according to the organic; 
composition of their capitals. But such difference cannot persist 
because of competition. This will produce a tendency for 
every capital, regardless of its organic composition, to earn 
the average rate of profit. Competition, in other words, tends 
to make each capitalist receive only a proportion of the total 
volume of surplus value (or volume of profit) which is equal 
to the proportion of his capital to the total capital. But this ten- 
dency involves something else. It means that every capitalist 
must sell his product at the same price as every other capitalist 
in the same industry. Because capitalists produce with different 
organic compositions of capital, their products cannot all have 
the same exchange-value. The averaging of the rate of profit, 
and, therefore, the reduction of the price charged by every 
^ Marx, Das Kapital, vol. iii, part i, p. 1 1. 
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capitalist to the same level, involves a discrepancy between 
normal price, which Marx calls the ‘price of production’, and 
value. The former is cost price plus average rate of profit. The 
latter is the socially necessary labour lime embodied in a 
commodity. 

We can summarize Marx’s doctrines on value and price at 
this stage as follows. Three concepts must be distinguished: 

(1) Value, which is measured by the amount of socially neces- 
sary labour time embodied in the commodity. It can be 
represented as c + v + s (where c is the commodity’s 
share of the constant capital, v the ‘paid’ amount of labour, 
(>r variable capital, and s the ‘unpaid’ amount, or surplus 
value). 

(2) Price of production which can be expressed 2ls c + v + p 
(where p is the average rate of profit). This may be greater or 
smaller than c + y + .y, depending on differences in the organic 
composition of capital. 

(3) Finally there is the market price, which represents short- 
period fluctuations round price of production caused by the 
working of supply and demand within a given branch of 
production. 

Marx distinguished two types of competition,^ one with a par- 
ti('ular brancli of production, the other between all branches of 
production. The former tends to equalize market price with 
price of production. The latter, through the averaging of the 
rate of profit, reduces values to prices of production. There may 
be temporary excesses, therefore, both of the rate of profit of an 
individual firm in an industry over the average rate of profit in 
tlie industry, as well as of the average rate of profit in a whole 
industry over the general average rate. These excesses give rise 
to two kinds of ‘surplus profit’. The normal tendency of com- 
petition is continually to eliminate these surpluses. If either 
kind of competition is impeded, as it is in the case of agricultural 
production, surplus profits may continue to exist. We shall 
shortly see the application of this line of reasoning to the 
problem of rent. 

Meanwhile it may be noted that one of the most vigorous 
controversies round the Marxian doctrine has centred on the 
mlation between the labour theory of value, as expounded in 

^ Marx, Theorien fiber den Mehrwert, vol. ii, part i, p. 14. 
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volume i of Capital and the prices of production theory of 
volume iii, published posthumously by Engels. Marx has been 
charged with logical inconsistency and with a last-minute 
attempt to rescue the labour theory of value from collapse. 
Thus formulated, these charges are not wholly justified: there 
are many indications of the priccs-of-production theory in 
Marx’s early work; and within his own analytical system, at 
any rate, a link can be shown to exist between the two theories. 
This, of course, is quite separate from one’s view of the usefulness 
of the whole doctrine as an analytical tool — of which more 
later. ^ ^ 

Another difficulty is that of explaining the behaviour of the 
individual capitalist in relation to the whole process in which 
surplus value is created. It can be argued that if variable capital 
alone produces surplus value, it would be in the interests of each 
capitalist, once he has recognized how^ surplus value is created, 
to keep the organic composition of capiteil as low as possible. 
This clearly conflicts with observed behaviour. The organic 
composition of the capital of individual capitalists, ^ind of all 
capitalists together, is continually rising. And every capitalist 
knows that such a rise is not accompanied by a decline in his 
profit. The explanation of this fact can be found in the desire of 
each individual capitalist to increase his share of surplus-value. 
Under the stimulus of competition, every capitalist tries to be 
the first in the field with an improvement in the productivity of 
labour, because so long as that improvement has not become 
general, his individual relative surplus value will increase. Now, 
improvements in the productivity of labour generally involve an 
increased use of constant capital. They also lower the exchange- 
value of the product below the social average and thus increase 
the individual capitalist’s profit. 

An example given by Marx himself will illustrate this.^ There 
arc four enterprises with different organic compositions of capi- 
tal, but with the same rate of surplus value. The following table 
shows their capitals, the values of their products, and their 
individual rates of profits. For the sake of simplicity we assume 

^ On the particular point under discussion see L. von Bortkiewicz: 
‘Wertrechumg und Preisrechnung im Marx* schen System* in Archiv 
Sozialwissenschaft (vols. xxiii and xxv), which completely disposes of the theory. 

* Karl Marx and Friedrich Engels, Correspondence^ i84.6~i8g5, p. 1 30. 
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that the whole of the constant capital enters into the value of the 
product at once. 



Value of 

Rale of profit 

Rate of 


the product 

per cent 

Surplus Value 




per cent 

(0 

C80 + V20 + Sio == no 

10 

50 

(2) 

C50 + V50 + S25 = 125 

25 

50 

(3) 

C70 -f V30 + S15 = 1 15 

15 

50 

( 4 ) 

C90 -t Vio S5 “ 105 

5 

50 


Capital 400 Profit = 55 


Competition will tend to establish a uniform average rate of 
profit which will be 13I per cent. The effect of this will be that 
the total surplus value will be shared out among the four capi- 
talists in proportion to their share of the total capital. But in 
order to achieve this each capitalist will have to sell his product, 
not at its value but at its price of production, which is 113I. 
Capitalists i and 4 will sell their products above value; while 
ca])ilalists 2 and 3 will sell theirs below value. 

It is, therefore, clearly to the advantage of the individual 
capitalist to increase the organic composition of capital before 
any other capitalists have done so. But since every one does so, 
the result is a general urge for improving the productivity of 
labour and cheapening the products; and thus to a general 
increase in the organic composition of capital. We shall have to 
discuss the further consequences of this tendency in the dynamics 
of the Marxian system. 

Only one important point remains in this section. Marx’s 
final problem in the labour theory of value concerned the 
origin of the exchange-value of gifts of nature. Marx discusses 
this in relation to rent. He points out^ that there are four possible 
theories of the rent of land. The first he calls a monopoly theory; 
it is one which is implied in the views of many socialist writers, 
such as Proudhon and Sismondi. According to this theory rent 
arises from the monopoly price of agricultural products; and 
that monopoly price from the existence of landed property. It 
Cleans that the law of value does not operate in the case of agri- 
Marx, Theorien iiber den Aiehrwerty vol. ii, part ii pp. 2-4. 
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cultural products. Their price is always higher than their value, 
because their supply is always lower than the demand for them. 
The only possible explanation of this constant deficiency of 
supply is the theory that agricultural land is continually becoming 
less fertile, i.e. it involves the law of diminishing returns in the 
form in which it appears in the Ricardian theory of rent. 

Ultimately, therefore, the first theory coincides with the 
second one, that of differential rent. We have already seen that 
this theory involves an identification of price of production and 
exchange-value on the marginal land, which Marx rejects. He 
also rejects the third theory, which regards rent as .identical 
with the interest on the capital invested for the improvement of 
the land. This theory admits differential elements, but like the 
Ricardian one it denies the existence of absolute rent. But it is 
incapable of explaining the rent of land in which no capital has 
been invested. Marx characterizes it as an «itlernpt to save 
rent from the attack of the Ricardian analysis by making it 
identical with a ‘legitimate’ capitalist revenue. 

There remains then his own theory, which, Marx claims, joins 
with the first theory in saying that private property in land has 
something to do with rent; and it allows also for the existence of 
differential rent. Its distinguishing features, however, are that it 
does not base differential rent on declining fertility and that it 
allows for absolute rent. This is made possible if the identity 
of price of production and exchange-value is abandoned. In the 
Marxian system products sell above or below their value because 
competition, given different organic compositions of capital, 
makes them sell at a uniform price of production. The cxistcDC(', 
of rent need not, Marx claims, invalidate the labour theory of 
value. It becomes only an example of what he called ‘surplus- 
profit’, i.e. a surplus above the average rate of profit, which can 
arise in two ways. 

Owing to competition the same price will be paid for the 
same product, whatever the conditions in which it was pro- 
duced. If the price of production of an individual capitalist is 
lower than the average price of production of the product, then 
(since it is assumed th at demand is high enough to allow him to 
participate in the market) he will obtain a surplus over and 
above the average rate of profit. The difference depends on the 
individual cost price, the average cost price, and the average 
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rate of profit. Given the average rate of profit, it is therefore 
determined by the difference between the productivity of labour 
in the individual enterprise and the average productivity of 
labour in the whole branch of production. The higher the 
individual productivity of labour compared with the average, 
the lower is the individual exchange- value; the lower the 
individual cost price, the greater, therefore, the individual rate 
of profit compared with the average rate. (It will be seen, inci- 
dentally, how far in this explanation Marx is forced to go to- 
wards a ‘supply and demand’ theory, and what little relevance 
is left to the labour theory of value.) 

Differential rent is a form of this kind of surplus profit. 
But there is an important difference from other forms. The 
increased productivity which is the cause of surplus profit tends, 
normally, to become general. Provided that the source of the 
increased productivity is freely available, the competition of 
capitalists will tend to cause that source to be generally adopted. 
It will continually tend to remove surplus profits by equalizing 
market price and price of production. But in the case of certain 
gifts of nature, a waterfall or particularly fertile land, for e'^xample, 
the condition of increased productivity is not available to all 
individual entrepreneurs in that branch of production. It is 
monopolized; and the surplus profit can be appropriated by the 
owner of that monopolized piece of nature in the form of rent.^ 
d’he same line of argument is used to explain absolute rent. 
Here, however, Marx considers not an individual enterprise 
but a wdiolc branch of production. Competition will tend 
to average the rate of profit not only in all enterprises of a 
given sphere of production, but also in all spheres of production. 
It docs this by transforming the exchange-values of commodities 
into prices of production. Suppose we have two spheres of 
production, industry and agriculture, of which the average 
organic composition is respectively ^oc \-20V and 60^+40^. 
We assume that the rate of surplus vxilue is the same, i.e. 50 per 
t'ont, so that the value of industrial products will be no 
^uid the rate of profit 10 per cent; while the value in agri- 
cultural products will be 120 and the rate of profit 20 per 
cent. We know that competition would normally tend to even 
out the difference between the two rates of profit, and to force 
^ Marx, Das Kapital, vol. iii, pari ii, pp. 184-6. 
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all commodities to sell at the price of production. This would 
involve forcing agricultural produce to be sold below its value. 

But in the case postulated, this tendency comes up against a 
barrier. The existence of landed property is an obstacle to com- 
petition, because it restricts the free employment of capital in all 
branches of production. It prevents the smoothing out of surplus 
value to an average rate of profit and appropriates a part or all 
of the excess, according to supply and demand as well as to the 
historical and legal relations between landowner and Capitalist.^ 
‘The landowner intervenes and extracts the diflerenci^.’^ Abso- 
lute rent disappears only when the organic composition of 
capital in agriculture is the same as that in industry. When that 
occurs, the landowner, though legally able to do so, is economic- 
ally unable to extract absolute rent. 

Marx, thus, allows for only two basic revenues in capitalist 
society, wages and surplus-value. Rent is only a part of surplus 
value. He also eliminates interest as an independent revenue 
and shows it also to be a part only of surplus value. He argues 
that money is lent as capital in a double sense. The lender 
expects it to come back to him with an increment; and the 
borrower takes it as a commodity whose use-value consists 
in its ability to procure surplus value. Money which is lent 
as capital has some analogy to the commodity labour power, as 
far as the industrial capitalist is concerned, because it is a 
use-value which embodies itself in an increased exchange- 
value.^ 

Lender and borrower regard the same sum of money as 
capital; but only the borrower — the industrial capitalist — makes 
it function as such. That capital cannot bring in double profit. 
Profit is only made once, that is, where the capital is in fact used 
as capital. The sum of money can appear as capital to both 
parties only if the profit which it makes is shared between them. 
The share which the money capitalist gets is interest. It is ex- 
pressed as the price of the commodity, money capital; but since, 
according to Marx, interest is only a part of profit, its upper limit 
is the amount of profit itself. There is no definite lower limit. 

^ Marx, Das Kapital, vol. iii, part ii, pp. 292-5. 

* Karl Marx and Friedrich Engels, Correspondence, p. 132. 

* Marx, Das Kapital, vol. iii, part i, p. 328. 

* ibid., p. 336. 


280 



the theory of capitalist competition 

The proportions in which surplus value is divided will vary 
with a number of circumstances, in particular with the size of the 
rentier class (which increases with the progress of the com- 
munity) and with the development of different financial forms of 
enterprise and of banking and credit. 


The Theory of Economic Development 

The final part of the Marxian analysis is that which refers to 
economic development. It is not added to the main body of 
theory, but is claimed to be an integral part of it. It is im- 
possible to distinguish static and dynamic Marxian theory 
l)ecausc even the concepts of what might appear as static 
analysis arc conditioned by the dynamic purpose of the whole 
theory, in particular that which is implied in the sociological 
framework in which the economic analysis is placed. The 
prognosis of the development of capitalism which arises from his 
analytical concepts is the most spectacular part of Marx’s work 
and the one which has had a far more dramatic appeal than the 
laboured analysis of the theory of value. Yet it is not presented in 
a self-contained section of his writings. The main parts, con- 
tained in Capital^ are the discussion of accumulation, in volume i, 
and the theories of the falling tendency of the rate of profit, and 
of crises, in volume iii. These must be supplemented by the 
analysis of crises in volume ii of the Theorien uber den Mehnvert 
and of the problem of reproduction in volume iii of Capital, 
The following is a brief summary. 

The first condition of movement is reproduction. This condi- 
tion operates in all forms of society. Social production must 
include reproduction; and the particular conditions which 
determine the one also determine the other. Capitalist produc- 
tion involves, therefore, capitalist reproduction. This means that 
the capital which is employed for the purpose of obtaining 
surplus value must be re-employed in the same way. The 
surplus value increment must appear periodically; if it is entirely 
consumed by the capitalist there will be simple reproduction. 

Accumulation then is transformation of surplus value into 
capital. Surplus value exists, in the first place, as a part of the 
value of the product. Once the product is sold and its value 
realized, surplus value appears as a sum of money, capable of 
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being used as capital, together with the original sum which was 
so used. But to be used in this way (rather than to be entirely 
consumed by the capitalist) there have to be available addi- 
tional material means of production and additional labour- 
power. Both these are produced in the previous process of 
production. A part of the surplus value which the capitalist 
commands has been employed in producing additional means 
of production and means of subsistence, i.e. machinery and 
wage-goods, and following the Ricardian theory, iti is assumed 
wages have to be high enough to enable the labouring class to 
multiply. Thus, there is a ‘spiral’ of increasing rej^roduction. 
The degree of accumulation will depend on a number of factors, 
the first of which is the proportions in which surplus value is 
consumed and transformed into capital. The former Marx 
calls revenue (he uses the word in two senses: to denote the 
periodic appearance of surplus v«alue; and also that part of sur- 
plus value which is consumed by the capitalist). Given the total 
amount of surplus value, and other things being equal, accumu- 
lation will be inversely proportioned to revenue. Marx rejected 
the different variants of the ‘abstinence’ theories of capital based 
upon ‘saving’ by the capitalist, since he regarded them as 
inimical to his own exploitation theory according to which the 
capitalist merely had to decide how much of the surplus-value 
he had gained he was to employ for fresh gain. The capitalist’s 
decision about these proportions does not remain, he thought, 
the same at different stages of capitalist development. In the 
early stages restriction of consumption is the rule; in the later, 
the tendency is to enjoy more revenue. In any case, there is 
always a conflict in the capitalist’s mind between the desire for 
accumulation and that for increased consumption.^ 

Other factors which determine the degree of accumulation 
are the rate of surplus-value and the productivity of labour. The 
former is the chief determinant of the total mass of surplus value. 
And longer hours, more intensive use of labour power, and 
reduction of wages are all means by which the possibilities of 
exploitation may be increased. These possibilities grow also 
with increases in the productivity of labour. Improvement 
in the productivity of labour increase the mass of products m 
which a given amount of value (and surplus value) is embodied. 

^ Marx, Das Kapital, vol. iii, part i, pp. 542-62. 
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The surplus product increases; the capitalist’s consumption can 
grow without impinging on accumulation. Labour power also 
becomes cheaper, and the same amount of variable capital can 
set more labour power in motion. Means of production have 
also increased ; and accumulation can proceed faster than before.^ 

What are the results of accumulation? Marx described them 
in his celebrated general law of capitalist accumulation. The 
most important factor in progressive accumulation is the organic 
composition of capital. Accumulation must involve an absolute 
increase in variable capital. If we assumed that the organic com- 
position of capital remains unchanged, accumulation will in- 
volve an increased demand for labour power. The increase in 
demand may at times surpass the increase of supply and raise 
wages. But the important thing is that enlarged reproduction, 
i.e. accumulation, involves an increase of labourers, and an 
increase in the number or ‘size’ of capitalists. In the condition 
assumed (unchanged organic composition of capital), Marx was 
forced to admit that accumulation brought some advantages to 
the working class. 

But the condition, Marx claimed, cannot continue to exist. 
An increase in the productivity of labour is one of the most 
powerful means of accumulation. An increase in productivity 
is an increase in the material means of production on which 
a given amount of human labour-power can be employed. 
One part of the increase in the means of production is a 
cause, the other a consequence, of increased productivity. 
Increased productivity involves a change in the technical com- 
position of capital; and this is accompanied by a change in its 
organic composition. Variable capital declines relatively as 
accumulation progresses. Another consequence of accumulation 
which follows from the above is the concentration of capital. 
Competition forces capitalists to cheapen their products. This 
involves greater productivity and larger capital. Accumulation 
goes hand in hand with the squeezing out of small capitalists. 
More and more branches of production are run by large capital. 
The development of joint-stock companies and of banking and 
credit facilities fosters concentration and enables it to go on 
i^uch faster than it otherwise would. 

The relative decline in variable capital results in the creation 

^ Marx, Das Kapital, vol. iii, part i, pp. 562-73. 
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of what Marx termed the ‘industrial reserve army’. Accumula- 
tion and concentration involve both absolute increase and rela- 
tive decline in variable capital. This requires a certain elasticity 
in the size of the labouring population. Population has to grow 
to keep pai e with accumulation; but as different branches of 
production adopt improved methods and so reduce relatively 
their variable capital, their demand for labour power will suffer 
a relative decline. There is relative over-population. These con- 
tinual fluctuations in the demand for labour power result in the 
creation of a reservoir from which labour power cap be drawn 
when needed. The relative size of this reserve army increases as 
capitalism develops. It is available when necessary. It exercises 
a pressure on wages in times when less labour power is demanded. 
It prevents wages from rising unduly when the demand for 
labour power goes up. ddiis function is particularly important in 
the ups and downs of capitalist activity which constitute crises. 

This ndative over-population .shows itself, according to Marx, 
in the fluctuating employment of industry, in the relation 
between industry and agriculture, in the existence of a large 
mass of casual labourers, and in the 'sul)merged’ class of pau- 
pers. The higher the degree of capitalist development, the 
greater the wealth .of society, the greater is the industrial reserve 
army in all its branches in relation to the total labouring f)opu- 
lation. This is ‘the general law of capitalist accumulation’. It 
means that the greater the volume of means of production 
which society possesses and the greater its ])roductive power, 
the more precarious arc the conditions of existence of the work- 
ing class. To Marx, it reveals the fundamental antagonism in- 
herent in capitalist production. Capital accumulates, wealth 
increases, and is concentrated in fewer hands, but over the 
whole field of capitalism there is iiho an accumulation of 
misery. 1 This is the celebrated law of the ‘increasing misery’ of 
the working-class under capitalism. 

One consequence of accumulation, the increasing organic com- 
position of capital, will through the force of competition gradu- 
ally appear in all branches of production. But since the rate of 
profit is inversely related to the organic composition of capital, 
accumulation produces an inevitable tendency for the average 
rate of profit to decline. Marx comes thus to a conclusion 
^ Marx, Das Kapital, vol. iii, part i, pp. 576-613. 
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which appears similar to that of Ricardo. But whereas Ricardo’s 
explanation of the falling tendency of the rate of profit rested 
ultimately on his belief in the declining fertility of the soil 
(that is, in a natural factor), Marx claims to develop his theory 
from conditions inherent in capitalism.^ 

The falling tendency of the rate of profit can be counteracted 
and delayed by a number of factors, such as increased degree of 
exploitation, reduction of wages below the value of labour power, 
cheapening of the materials which constitute constant capital, 
increase in the industrial reserve army, foreign trade and more 
complex financial organization of capntalist enterprise. Marx 
discusses these points very summarily,'^ and some indications 
arc also to be found in a fragment of Engels which he w^as 
writing at the time of his death.^ But it was left to some of their 
followers to mcike an attempt at reconciling the basic theory of 
accumulation with the observed facts of historical dcx elopment 
which were in violent contrast to tlie tendencies postulated in 
that theory. We shall revert to this presently. In Marx’s own 
work, the theory leads on to a theory of crises. 

Marx discusses the wxiys in wdiich these contradictions unfold 
themselves. The purpose of capitalist production is tlie creation 
of surplus value and the transformation of a part of it into new 
capital. This process depends only on the size of the working 
population and on the rate of exploitation. But the creation of 
surplus value has to be completed by a process in which surplus 
value is realized. The product which contains surplus value has 
to be sold. And if it cannot all be sold or if it can only be sold at 
prices which are below the prices of production, the process of 
exploitation will be left uncompleted. The capitalist will not 
realize his surplus value; he may even lose a part of his capital. 
The conditions for realizing surplus value are not the same as 
those for creating it. The former depends only on the productive 
power of society; the latter on the consuming powder of society 
and on the proportion between the different spheres of produc- 
tion. The consuming power of society however, is limited by the 
nrge for accumulation w^hich is inevitable because of the 

I Das Kapital, vol. iii, part i, pp. 19 1-2 12. 

pp. 212-22. 

r. knp^els, ‘Supplement to Volume 111 of Capital^ Engels on Capital 

(' 93 f!), pp. 94-9, 
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continual changes in productivity and the competitive struggle 
which forces every capitalist to try to keep pace for fear of 
being eliminated from the race. The result is a continual 
increase in social productive powers which involves a pro- 
gressive intensification of the conflict between production and 
consumption^ between the creation of surplus value and its 
realization.^ 

Marx, thus, did not ignore the underconsumption aspect of 
crises. On the other hand, he strenuously opposed the idea that 
the essence of capitalism could be explained in ternis of a simple 
conflict between consumption and production. He regarded 
such a conflict as one aspect of crises only and, like other aspects, 
as a part of the contradictory nature of the whole capitalist 
system of production. These other aspects were the dispropor- 
tion between different branches of capitalist production which 
are revealed in crises and the falling rate of profit and the 
tendencies counteracting it.^ 

Crises were to Marx violent solutions of a whole scries of 
conflicts in the capitalist economy. They re-established equi- 
librium; but they were only temporarily cflectivc. They were 
violent means for establishing a precarious harmony of pro- 
duction. The ordinary processes of competition try to establish 
a balance between consumption and production in individual 
spheres of production, and between the diflerent spheres of 
production. They aim at establishing what Marx calls in one 
place a ‘capitalist communism’.'^ But since these processes in- 
clude accumulation, rising organic composition of capital, fallin.^ 
rate of profit, and all their mutually conflicting results, the 
establishment of balance creates the conditions for increasing 
the disturbance of the balance. 

Crises are regarded by Marx as more drastic means for re- 
establishing harmony. They annihilate the value of part of 
existing capital in an effort to arrest the fall of the rate of profit 
and to encourage fresh accumulation. But they cannot over- 

^ For a schematic representation of the process of reproduction and 
accumulation, cf. in particular Marx, Das Kapital, vol. ii, pp. 483 ^qq. 
an attempt to weave together all the elements to be found in Marx’s various 
dicta on crises into something like a consistent theory, cf. M. Dobb. 
Political Economy and Capitalism (1937), ch. iv. 

* Marx Das Kapital, vol. iii, part i, pp. 225-6. 

* Karl Marx and Friedrich Engels, Correspondence^ p. 243. 
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come the barriers which capitalism imposes. In crises the con- 
flict between productive power and the productive relations 
which constitute capitalism is most striking. ‘The contra- 
diction, in general terms, is this: capitalist production contains, 
on the one hand, a tendency to develop absolutely the pro- 
ductive powers regardless of value and the surplus value it 
contains, regardless also of the social relationship in which 
capitalist production takes place. On the other hand, capitalist 
production aims at maintaining existing capital values and 
increasing them at a continually growing pace.’^ The end of 
capitalist production is creation and accumulation of surplus 
value; the means, continual expansion of the productive powers 
of society. The means, according to Marx, arc bigger than the 
cud: capitalism is involved in an insoluble contradiction. 

What then did Marx regard as the future of this system? The 
more capitalism fulfils its historic task of developing man’s 
mastery over nature, the less is its social basis capable of carry- 
ing its productive apparatus. The concentration of capital and 
the increasing social character of labour become incompatible 
with the continuance of individual appropriation of surplus 
value which arises from private property in the means of pro- 
duction. Capitalist production brings about the expropriation 
of individual producers whose private property was based on 
their own labour. But if the productive powers of society are to 
go on developing, capitalism in its turns disappears. Capitalist 
private property is expropriated, and a system of production is 
established which is based on the common ownership of the 
means of production.*^ Thus, at the end of his economic analysis, 
Marx returns to his sociological theory, his view of social 
change. 


An Appraisal 

It is not easy to appraise briefly the work of which a summary 
has been given in the preceding pages. The scope of that w^ork, 
which goes far beyond economics proper, the vast interpretative 
literature to which it has given rise, the militancy with which its 

^ Marx, Das Kapital, vol. iii, part i, p. 231. 

“ ibid., vol. i, pp. 726-9. 
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message has been propagated, and the vehemence with which it 
has been criticized, all combine to make the task difficult and 
hazardous. What has always made an objective assessment of 
Marx’s work difficult has been the almost inseparable inter- 
relation between an attempt at scholarship and irrepressible 
politics in his own work, and the wholly political uses to which 
that work has, in the event, been put. 

Marx himself would have brushed aside the accusation that in 
using scientific inquiry for political ends he was infringing the 
injunction that scholarship should be impartial, that knowledge 
should be sought for its own sake. His philosophy made him 
impatient of the assertion that science could be ultimately pure, 
not only in the sense of being divorced from practical use but 
also free from political implication. His theory was that social 
science had to become as exact and as penetrating a study of 
society as the natural sciences were of natural conditions. The 
latter, by making man aware of the laws which underlie natural 
phenomena, enabled him the better to master them. The former 
by uncovering the laws of society made man able to master the 
problem of social relationship. 

Insistence on a practical aim would, by itself, hardly lead to 
objections. Even when they have been loudest in proclaiming 
the ‘purity’ of their science, economists have never denied that 
in the last resort it had a practical significance. Nor could 
Marx’s economic theory by itself explain the hostility which it 
has called forth. If one takes individual elements of the Marxian 
system, one might say that there are comparatively few that 
cannot be found in classical doctrine. Nor can Marx be blamed 
for wanting to erect a system in which economic analysis, 
political philosophy, and policy are integrated. As we have seen, 
it was precisely this integration which was the distinguishing 
feature of the classical school. Nor is this aim in itself contrary 
to canons of scholarship. 

Yet there is no doubt that in scholarly circles the reaction to 
Marx has been generally wholly negative. How is this to 
be explained? The reason must be found not in the details 
of Marx’s economic ideas, nor in those of his sociology, but 
in the particular quality of the connection which he tried to 
establish between them. The economists should, perhaps, have 
been best able to judge with cold objectivity. But the Marxian 
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interpretation of classical theory (derived from his pseudo- 
sociology rather than from that theory itself) clashed so violently 
with the prevailing ones (based on quite different premisses) 
that unprejudiced consideration was for a long time impossible. 
As has been well said, Marx laid bare a certain conflict in 
economic classicism. 

The existence of this conflict between the conservative and the 
radical interpretation of classical doctrine was well calcu- 
lated to make economists uncomfortable. Marx increased the 
discomfort by carrying classical doctrine to one extreme though 
distorted conclusion. To make economists face up to these 
classical contradictions resulted in irritating thern.^ The out- 
come of this irritation was often to abandon objective judgment. 

The possibilities of serious and balanced assessment of Marx’s 
place in social science have varied with the interplay between 
the progress of the science itself and the surrounding social 
situation. The development of new analytical tools in econ- 
omics proper has thrown new light on Marx’s concepts and 
enabled one to judge the extent to which they might have 
analytical value, and the flux of broad social and political 
movements has influenced the economist’s interest in the sister 
sciences with which Marx’s economics are intermingled. 

To-day the chance of an objective summing-up seems greater 
than it has been for a long time, not because new material on 
Marx himself has become available, but because developments 
of recent years, both theoretical and political, provide a better 
and more complete frame of reference for the serious student. 
As far as the economic elements in Marx are concerned, the 
developments of the last twenty years enable one to see in 
broader perspective the relations between classicism, marginal- 
ism and the present body of general economic theory; and, 
therefore, to evaluate Marx’s own position which is aside from, 
though connected with, the main stream of thought. The other 
elements, as before, are more troublesome. Here, too, however, 
a clearer view is now possible. The ultimate consequences to 
which the militant political faith (which is the most active 
ingredient of Marxism) must lead are now clear beyond any 
shadow of doubt; and a sharper separation of what is akin to 

^ G. Myrdal, Das poliiische Element in der Nationalbkonomischen Doktrinbildungy 
pp. 123-4. 
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real contributions to the body of scholarship about society and 
what must remain in the underworld of irrationalism (no less 
powerful, if menacing, an element) is possible. 

First, then, let us take the sociological framework which Marx 
built for himself before, and independently of, any economic 
study. The two main parts are his interpretation of history and, 
closely allied with it, his theory of classes and the class struggle. 
The former, at least in its more supple forms (which Engels, at 
any rate, was increasingly obliged to give it) is, explicitly or im- 
plicitly, one of the most widely accepted working hypotl^ses in 
historical research. It is, of course, far from being Marx’s 
exclusive creation; nor has it anytliing in common with the 
long-exploded view that the fiction of the ‘economic man’ 
is a valid representation of the springs of human action. 
(Though, in Marx’s theory of classes the ‘economic interest’ 
fallacy reappears.) But the propositions [a] that the condi- 
tions in which men produce their livelihood are extremely 
powerful, and, in the ultimate, the most powerful single 
(though by no means the exclusive) determinants of the 
development of social organization; and [b) that these con- 
ditions of production arc themselves subject to certain laws of 
development, have, lime and again been proved to be valuable 
tools of historical research.^ Nor is it difficult to find many 
scholars who would accept as an extremely useful working 
hypothesis the related propositions that these conditions of 
production arc also very powerful influences upon the body 
of ideas, etc., which form the structure of thought of given 
societies — notably in that part of it which is concerned with the 
very stuff of the conditions of production, i.e. the economic. 
The odium which has come to attach to these propositions must 
rightly be reserved to those extreme and one-sided formulations 
of them which are to be found in Marx’s own works, and which 

^ Examples are extremely numerous and three (very different ones) 
must suffice to show how in the hands of great writers the ‘economic factor^ 
finds its rightful — and most fruitful — application: Gairnes, J. E., The Slave 
Power: its character, career and probable designs (1862), De Tocqueville, A., 
VAncien Rigime et la Revolution (1856), and, finally, a modern American 
work unfortunately not as well-known as it should be: Webb, W. P., The 
Great Plains (1936). Free from any political ‘taint’, in no way based upon 
propositions that are peculiarly those of Marx, this work gives a most 
illuminating account of the development of the American South West in 
terms, largely, of the economic conditions of the area. 
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have, above all, been indispensable to his followers who have 
been primarily concerned with building articles of unquestion- 
ing faith and tools of political propaganda. To be valuable in 
historical research, a process of interaction must be allowed for 
in this theory. Furthermore, it must be admitted that the 
history of ideas, institutions and ideologies itself shows remark- 
able examples of longevity, notwithstanding radical changes in 
most of the characteristics of the social process of production. 
Beyond, therefore, the more obvious connections, and, particu- 
larly, if one considers a sufficiently long time-span the subject of 
speculation necessarily shifts to the ‘conditions of man’, and 
away from the ‘social conditions of production’. Though this is 
a point of view which Marx would not have admitted — at least 
after he had reached, say, his thirties. 

Nor is a theory of classes, without some respectability as an 
aneilytical tool. Most of the best historical and sociological 
scholarship makes much use of the notion of different social and 
economic classes or groups with conflicting interests, and shows 
how the rivalries of these classes constitute a very powerful 
engine of social change. What is importarit in each theory, in- 
cluding that of Marx, is how classes arc defined, and how this 
definition is related to the interests by which these classes are 
supposed to be motivated. Marx’s definition — in terms of own- 
ership in means of production — may have som(^ value in describ- 
ing some important characteristics of some societies. But it has 
been shown to be grossly deficient if it is to be regarded as a 
uniquely important definition; and this deficiency becomes 
completely destructive of the postulated pattern where modern, 
complex societies are concerned. Moreover, there is little, if 
anything, in Marx to explain the actual fluctuations in the 
arrangement of individuals, families, or groups into the classes 
he has postulated. In other words, while his definition may be 
an interesting though primitive and, therefore, often mis- 
leading, abstraction for describing a class stratification that 
had emerged at some stage in history, e.g. the early days of 
industrial capitalism, it docs not show how the members of these 
abstract classes have been recruited and how the process of 
recruitment and expulsion continues. 

It is at this point that the other major deficiency of the 
Marxian scheme appears. It is not enough that the abstraction 
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of ‘class’ should be based on distinguishing characteristics that 
are of special significance, it is also essential that the classes 
should act according to interests that are uniformly perceived 
and perceived in a manner which corresponds to the roles 
which the author has prescribed for them. In Marx this second 
condition is postulated rather than proved: antagonism between 
classes, and solidarity within each class (leading to ‘class con- 
sciousness’) are merely taken for granted; though subsequently 
an attempt is made, through the theory of surplus-v^lue to 
provide an economic foundation. It is clear that there wa^ some 
force in these postulates, in relation to the conditions of mid- 
nineteenth century industry; and this, in part, accounts for 
the extent to which they were accepted as doctrines for poli- 
tical action. But in their precise form they have lost a good 
deal of their initial power; while as scientific categories they 
arc at the very least seriously inadequate when we consider 
complex industrial communities. Tliis becomes particularly 
evident, as wc shall see presently, in relation to the theory of the 
‘increasing misery’ of the working-class. 

The assessment of the economic part of Marx’s work is easier, 
and the whole history of the economic ideas after Marx which 
we shall traverse in the following pages serves to show up the 
limits of his theories. Let it be said at once that the complex of 
basic economic theorems: labour theory of value and the theory 
of surplus-value, the theory of capital, the theory of competition 
(with the allied doctrine of the relationship between value and 
prices), the theory of capitalist development including the 
declining tendency of the rate of profit, the theory of concen- 
tration and crises, contains a certain measure of internal logical 
consistency, indeed probably higher than most other early 
post-classical schools. This is not to say that tliere are no 
logical weaknesses in it. The theory of the value of labour-power, 
for example, lacking either the extreme formulation of the sub- 
sistence theory of wages to be found in the so-called ‘iron law’, 
or a Malthusian type of population theory as a substratum, 
could not by itself stand up as an explanation, either of the 
manner in which wages are determined at any moment, or of 
their historical trend. These theoretical weaknesses carry for- 
ward into the theory of surplus-value and its development over 
time as a result of competition and technical improvement and 
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innovation. The role of increasing productivity, the relation 
between the motives and actions of the individual capitalist 
(the ‘firm’ in later Marshallian terminology) to the industry or 
to the whole economy are not satisfactorily explained. Nor is 
there in Marx, paradoxically enough, a satisfactory theory of 
capital. The distinction between constant and variable capital 
follows, of course, with rigorous logic from the theory of surplus 
value. It was quite a useful tool compared with those fashioned 
by his predecessors; and the theory of the increasing organic 
composition of capital (together with the theory of industrial 
concentration) have rightly been described as brilliant antici- 
pations. But the whole structure does not amount to an adequate 
theory which relates wages, capital, profits and interest either 
in stationary conditions or, through the introduction of dynamic 
elements, over time. This is, perhaps, not a major criticism that 
can fairly be levelled at Marx: the subject had to wait for 
decades, if not generations, before there was progress beyond 
the elementary analysis of Ricardo; and it remains, to this day, 
the least rounded part of general economic theory. 

This weakness of the dynamic parts of Marx’s theory shows 
up particularly clearly in the doctrine of the ‘increasing misery’ 
of the working class. Based on the dubious device of the 
‘industrial reserve-army’ which he had taken over practically 
unaltered from Ricardo’s extreme example (his celebrated 
‘strong case’) of the effects of the introduction of labour-saving 
machinery in a firm, the doctrine has come up against most 
stubbornly contradictory facts. Later attempts, made by Marx’s 
disciples in the fiice of undreamt-of improvements in the work- 
ing-class standard of living, to make the theory apply to 
the relative rather than the absolute economic position of 
the working-class have not served cither to buttress it theor- 
etically or to make it more conformable to observed fact. 
Hence latter-day followers of Marx have been obliged to 
introduce increasing sophistication by evolving a theory of 
colonial exploitation which at one and the same time, it is 
claimed, explains how the decline of the rate of profit is delayed 
(and the breakdown postponed) and how the tendency to 
increasing misery may be — temporarily — alleviated. It would 
take us too far afield to examine these theories. We may merely 
note that not only is it clear that observed fact supports them 
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no more than it docs the earlier version, but it is also certain 
that these sophistications take the whole doctrine into quite 
other realms in which nearly all that is essential to the basic 
Marxian doctrine, notably the theory of the class struggle, 
becomes damaged l)eyond repair. 

In the theory of crises, Marx undoubtedly made interesting 
contributions which could with advantage have been generally 
followed up by economists sooner than they were. For exkmple, 
much that appears in Marx’s work of actual quantitative;evalu- 
ation and description of the process of fluctuations in economic 
activity may be classed with the achievement of the pioneers of 
the subject. In theoretical formulations, too, particularly as 
regards the relations between consumption and accumulation 
and between profits and capital values, there are many indivi- 
dual ideas which might well have been taken up. Similarities 
have^ been found between them and certain modern theories. 

As for the labour theory of value itself, the heart and core of 
Marxian economic tlieory, it will be sufficiently clear from the 
summary whicli has been given of it here, that it represents the 
logical culmination of one clement of classical thought, whose 
antecedents go back as far as Aristotle. Attempts could be (and 
have been) made to represent it also as a possible expression 
of the more ‘orthodox’ theory of value, i.c., one of relative prices, 
of the kind that Ricardo himself appears to liavc csi)ouscd to- 
wards the end of his life. And it can then be shown that, on 
such a basis, the labour theory of value is nothing more than a 
highly primitive theory of prices in the very specialized condi- 
tions of stationary equilibrium under perfect competition. It is, 
therefore, inadequate as a general theory, even if it were com- 
pletely satisfactory in logic for die conditions postulated. But 
there can be no doubt that Marx was not concerned to write 
a theory of relative prices and he is, therefore, not entitled to 
to the benefit of the doubt on this score. His search for the 
‘substance’ and ‘cause’ of value (even if shorn of any meta- 
physical or ethical connotations) was designed to discover the 
manner in which production (and all that Marx claimed to be 
determined by it) is arranged in certain specific social circum- 
stances. In this sense, however, it must be clear that the theory 

^ E.g. J. Robinson, ‘Marx on Unemployment*, Economic Journal, June- 
September, 1941. 
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amounts to no more than [a) the original Smithian formula of 
labour being the source of the fund which originally provides 
all the means of livelihood (i.e. what Marx himself would have 
called a ‘universal’ statement); {b) a statement that exchange- 
value as an economic phenomenon can only arise when there 
exists an exchange economy with the social and legal conditions 
appropriate to it; and {c) that in such an economy exchange- 
value (i.e. the price mechanism) rather than some form of 
‘central planning’ determines how production will be arranged. 
It follows also from this that the basic concept of the surplus 
product or value simply means that human labour is able to 
wrest from nature mon‘ than the bare means of human survi\ al; 
that all progress (and civilization itself) depends upon the size 
of this surplus; and that the division of this surplus between 
consumption and accumulation and among the various mem- 
bers (or ‘classes’) of the community is a central economic 
problem determining, to a major extent, the development of 
the economy itself. 

Thus formulated, it is not necessary, or indeed possible, to 
quarrel with any of these propositions; nor need one denigrate 
the contribution which tJiey made to the progress of economics 
becoming conscious of itself.^ But beyond that, they contribute 
nothing to our understanding of the economic process. In the 
outcome, Marx proved himself incapable of fashioning other 
tools with which to tackle the increasingly complex phenomena 
of a modern economy. Thus, his whole system has proved 
essentially barren. No economic contribution of any significance 
whatever has come from his followers. But the major problem 
of Marxism arises not in regard to the basic economic concepts 
tliemsclves, but in the use to which they are put by Marx for 

^ It must be stated in fairness, however, that credit for formulating these 
basic propositions which mark the emergence of economics from its pre- 
scicntific stage, belongs to Smith and Ricardo. The enthusiasm that accom- 
panied their ‘rc-discovery’ by Marx is perhaps a typical experience of the 
auto-didact. It is interesting to speculate what would have happened had 
economics continued to occupy itself, as it did in the classics, with the 
problems of the aggregates of the economic process (without, of course, the 
Marxian pseudo-sociology). However, as we shall see in subsequent chapters, 
the science had to pass through a long period of pn'occupatioii with the 
mechanism of price determination (fashioning, in the process, some alto- 
gether invaluable analytical tools) before it could fruitfully turn again to the 
larger problems of the balance of the economy as a whole. 
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the purpose of his economic dynamic and his political faith. It 
is, however, of importance to a true assessment of Marx to 
realize that these dynamic and political elements are not in- 
herent in these primitive economic concepts themselves; they 
are derived from a sociological postulate: the Marxian theory of 
the class struggle. There is no logical connection between the 
two. 

On general methodological grounds one need not reject as 
necessarily illegitimate or possibly unfruitful the attempt to 
combine sociological principles, or doctrines of historical devel- 
opment, with the theorems yielded by ‘pure’ economic analysis. 
What is, however, quite unacceptable, even from a logical point 
of view alone, is the illegitimate transfer in the Marxian system 
of unproved postulates from one branch to the other, whose 
syllogisms are then made to serve as rationalizations of what had 
been postulated in the first place. Nevertheless, it is precisely 
this wholly illegitimate combination of two disparate orders of 
ideas and methods of analysis which has constituted the peculiar 
fascination of the system and has made it so curiously impervi- 
ous to the criticism of ordinary logic. It is this which makes out 
of a primitive economic analysis, out of a useful working hypo- 
thesis of historical research (though one which must be em- 
ployed with the greatest caution) and out of an extremedy ama- 
teurish sociology, a comprehensive and intransigent Weltan- 
schauung. It is this combination which, in the end, makes the 
heritage of Marx no different, either in scholastic barrenness 
or in political repulsiveness, to that of the romantics. 

One cannot deny that there is a certain grand audacity in the 
method; nor, given the individual elements of partial truth to 
be found in both the sociology and the economics, given the way 
in which they are fused into one in the fire of a saeva indignatio 
over the evils of society and at the same time related to a 
vision of the future, is it difficult to see why the theory should 
have had so persistent and so strong an influence. For what- 
ever each individual part may look like under the microscope of 
scientific analysis, the amalgam is something quite different 
from the sum of these parts: it has all the attributes of a militant 
faith, above all it possesses the peculiar characteristic of com- 
bining the action of super-human forces (which are supposed 
inevitably to produce a destiny) with the necessity for a certain 
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individual belief and conduct in order to obtain salvation. It is 
idle to speculate, as some have done, whether Marx willed this 
result or whether his was the role of the sorcerer’s apprentice. 
But in this case the biblical ‘by the fruits shall you know them’ 
is peculiarly apposite; and what is certain is that, in spite of his 
insistence on the scientific character of his system, Marx be- 
queathed to posterity not a political or economic science but a 
political idolatry. In spite of his scholarly gifts, in spite of the 
tradition of rationalism with which he began his studies, Marx 
has left behind an irrational and, indeed, an anti-rational legacy. 
Its viability has, therefore, been only partially affected by purely 
logical argument. To his disciples — and, it \a, ould seem, increas- 
ingly to himself as he grew older — it a])peared to offer an 
explanation of all the most baffling problems of society at once. 
But its economics relied, in the end, on arguments which must 
be adjudged essentially tautological; and it has, therefore, proved 
itself incapable of further development in any scientific sense. 
Indeed, it is significant that such developments eis there have 
been, have eschewed the painstaking methods of economic 
enquiry (statistical and deductive) which even Marx himself 
had used in the beginning, and have taken their inspiration from 
the phantasmagoria of ‘dialectical materialism’.^ Accordingly, 
as its epitaph, one may well use these words, first a{)plied by a 
great writer to other forms of anti-rationalism: ’. . . whenever 
the doctrine of exclusive salvation is generally bcliex cd and 
realized, habits of thought will be formed around it that are 
diametrically opposed to the spirit of cncjuiry and absolutely 
incompatible with human progress. An indifference to truth, 
a spirit of blind and at the same time wilful credulity, will be 
encouraged, which will multiply fictions of every kind, will 
associate enquiry with the ideas of danger and of guilt, will 
make men esteem that impartiality of judgment and study 
which is the very soul of truth, an unholy thing, and will so 
emasculate their faculties as to produce a general torpor on 
every subject’.^ 

^ Of which George Orwell’s nightmarish ‘newspeak’ and ‘doublethink* 
can be taken as the grotesque and monstrous, but by no means incredible, 
offspring. 

“ Lccky, W. E. II., History of the Rise and Influence of the Spirit oj Rationalism 
in Europe (New York, 1876), vol. i, p, 404. 
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The Transition 

The Classical Heritage 

It is proposed in this chapter to discuss the main writers 
and ideas in the period of transition from the early classics to 
the rise of modern economics in the last quarter of the nineteenth 
century. The emphasis is on tendencies rather than on indi- 
vidual contributions; so that many writers are dealt with sum- 
marily or omitted altogether. 

In the last two chapters we have traced the romantic, the 
critical, and the revolutionary attitudes to classical political 
economy. The former was not a serious threat; the latter was 
more formidable. In its formulation by the English socialists 
and by Marx, based as it was on the classical postulates, it 
assumed a form which was dangerous to the continued accept- 
ance of the classical conclusions. Marx could and did claim to 
be in the direct line of descent from Smith and Ricardo. And he 
had a plausible case for saying that he had taken the essence 
from Smith and Ricardo; that he had ignored only their errors 
and confusion; and that he had pushed their analysis to its 
logical conclusion. This conclusion was hostile to the capitalist 
system, though, as we have seen, it did not spring from the 
economic analysis itself; nor was it an inevitable outcome even 
of the theory of history which surrounded that analysis. More- 
over, in its outcome it was no different from the romantic 
school. 

But at the same time there developed a theoretical movement 
which, starting from the classics, went in the opposite direction. 
This movement criticized the classical theory in certain parts 
and developed a new theoretical analysis which provided a 
firmer basis for the main political and practical conclusions of 

298 



THE CLASSICAL HERITAGE 


classicism. It was the task of this movement to show the critics 
as being guilty of an abuse of classical theory, or, at least, an 
erroneous interpretation of it. Classicism had to become the 
basis for a new tendency. The classical theory did in fact 
contain many elements which contradicted those which the 
critics had taken as their starting-point. It was only neces- 
sary to take these elements and develop their implications. The 
resulting theory could then claim to be what Smith and Ricardo 
had been groping for but had been unable to reach. 

The course of this movement during the nineteenth century 
was by no means smooth. It assumed various guises (particularly 
in different countries). And it was not until towards the end of 
the century that a body of doctrines was evolved which, with 
many minor differences, has dominated economic thought and 
teaching to the present day. What follows is a survey of the 
fifty years after Ricardo’s Principles which, in retrospect, appear 
as a period of transition. 

In spite of criticism from right and left, the classical system 
remained for a long time supreme in its country of origin. In 
England the legacy of Ricardo was considered sacrosanct; and 
even as late as 1848 John Stuart Mill regarded himself in matters 
of theory as little more than an exponent of pure Ricardianism. 
To assess correctly the reasons for the supremacy of classicism, 
its extent, and its decline, it is necessary to distinguish carefully 
between its theoretical and political content. Once this distinc- 
tion is made, a glance at the ideological and political scene in 
the England of the first half of the century will suffice to show 
that classicism was accepted as much for its analysis of the 
economic structure, as for the theory of economic policy it 
contained. It was the strength of its case for laisser faire^ rather 
than the pixrely theoretical aneilysis on which that case rested, 
that gave the classical school its authority. 

The theory of Ricardo had become something like an institu- 
tion. It was often embodied in dry and dogmatic text-books and 
popularized in tracts, articles, and stories which pointed an 
economic moral. Ricardo’s first and most faithful disciples, 
James Mill and McCulloch, arc witnesses to the fact that much 
of the vigour of economic speculation had gone. The master’s 
words are often repeated parrotwise; and if his uncertainties 
have been removed, his brilliance has disappeared also. In the 
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hands of the disciples the theories of Ricardo have become ‘the 
faith of a sect’.^ Both the elder Mill and McCulloch take as their 
‘raw material, not reality, but the new theoretical form in which 
the master had epitomized it’.*-^ Their writings have, therefore, 
comparatively little theoretical interest. In them the incon- 
sistencies and confusions of Ricardo are either repeated, glossed 
over, or left out. Their main function, apart from the mere pop- 
ular exposition of Ricardo’s doctrines, was to defend the 
Ricardian theory of value against the critics who had fastened 
on to its contradictions. We shall see later in this chapter that 
their defence was unsuccessful. When John Stuart Mill ex- 
pounded a watered-down version of Ricardo, there was already 
in existence — both in England and elsewhere — a theory of 
value which had only a very attenuated connection with that 
of the classics. 

But these forerunners of a new economic theory did not seri- 
ously disturb the harmony of post-Ricardian economics in that 
aspect of it which was alone of importance to the world of 
affairs: its underlying political philosophy. I'hc disintegration of 
the Ricardian thcoreticai structure was accompanied by the 
complete triumph of liberalism. No country and no sphere of 
thought or action was fj'ee from its impact. 

Political practice in particular seemed to be giving expression 
to the most important parts of the liberal doctrine. And political 
economy, though still divided between the conservative and the 
egalitarian interpretations, claimed a utilitarian descent. During 
the earlier and longer part of our period of transition the con- 
flict between these two tendencies within liberalism itself was 
still of small importance. The exact attitude of economists to 
these tendencies is a debatable matter. There were, no doubt, 
considerable differences of opinion on specific issues of economic 
policy. No doubt, also, some economists had transcended the 
narrow confines of doctrinaire laisser faire. But attempts to 
portray the whole post-Ricardian school, as social reformers 
whose interest in laisser faire was only that of opponents of 
monopoly and privilege have not been generally successful. 

James Mill, McCulloch, and others were certainly opposed 
to the abuses of monopolies, and had they seen all the possi- 

^ E. Halevy, The Growth of Philosophic Radicalism (1928), p- 343 

^ Marx, Theorien uber den Mehrwert^ vol. iii, p. 94. 
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bilities in their own day they miglit well have expressed concern. 
Senior certainly objected to some of the attempts at rigging of 
the market which he had an opportunity of observing. It is also 
true that some of the disciples of classicism in England believed 
in a ‘distributist’ society, in a liberalism which recognized 
private property, but wanted the state to take positive measures 
for preserving competition and for ensuring equality of oppor- 
tunity. But it is undeniable that the economists’ most bitter 
attacks were reserved for the associations of working men, who 
were creating ‘monopolies’ of their own, and for the state when 
it was interfering with the free play of economic forces through 
social legislation. Capitalist interests were more tenderly 
treated. This is a strong general impression left by a study of the 
literature of the period; and it was during that period that 
economics, not altogether unjustly, got its bad name as a 
rationalization of and apologia for the evil conditions in which 
the vast majority of the population were obliged to live.^ 

It must, moreover, be remembered tliat in England the vir- 
tues of economic liberalism could be shown to have a strong 
basis in the facts of the economy. Opposition to any restriction 
of competition, which itself rested on an clfcctive monopoly of 
the world market, could successfully appeal for support to the 
great economic laws of the classical school. Everybody could 
agree that the greatest happiness of the greatest number was the 
ultimate aim of wise government. In the continually expanding 
English economy, it could also be urged without fear of contra- 
diction that individual enterprise and free competition were the 
best means for achieving that aim. A closely knit theory and 
a wealth of practical illustration could be used to demolish 
opposition. 

No English economist of note ever spoke again of the invisible 
hand. But for fifty years, at least, no economist who was not a 
socialist, or at least a social reformer, denied the beneficence, at 
least in the sphere of production, of liberty in the sense of unre- 
stricted competition. Ricardo had expressed doubts about the 
elfcets of such liberty in the sphere of distribution. But the gloom 
which he cast on the future of the labouring classes was not 
allowed to interfere with the belief in the ultimate harmony of 

^ For an excellent defence of classicism on this score see Robbins, L., 
The Theory of Economic Policy (1952). 
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interests which all liberals retained. It was no longer a provi- 
dential harmony; indeed, now and again there is a suspicion 
that it is a harmony for the wealthier classes only. But the 
development which intensified the socialist challenge also made 
England the workshop of the world; and a measured optimism 
based on economic expansion was able to survive the hungry 
Tortics. It was not until the later years of John Stuart Mill that 
the working-class movement made its converts in the liberal 
camp and forced liberalism itself to review many of its doctrines. 

The special historical circumstances which gave English 
liberalism something of a universal appeal, which made it 
realistic, and ready in the last resort to compromise, were not, 
as we have seen, repeated elsewhere. In France the appearance 
of capitalism is marked at once by a strong critical current which 
has the recent memory of the Revolution to feed on. The pro- 
tectionism of the romantics and, much more so, the socialism ol‘ 
the revolution were such powerful currents that economic 
liberalism had at once to be more intransigent and less realistic 
than it had been in its native country. We might recall that the 
law of the market, that true and yet not always useful conclusion 
of classical theory, received its most dogmatic and arid formula- 
tion in France and not in England. And the eagerness for com- 
pleteness and consistency which had made Say bowdlerize Smith 
found its fullest expression in the revival of a providential har- 
mony by Bastiat. The optimism which is characteristic of his 
work has not the solid foundations of English classicism; nor has 
his campaign for free trade the firm practical basis which had 
made Cobden and Bright successful. The absurdities to which 
he reduced all the attempts at protection may delight present- 
day liberals exasperated by the excesses of contemporary eco- 
nomic nationalism. But they had little effect on policy in the 
France of Bastiat. 

Only in one other environment could the undiluted faith 
of the early classics in infinite progress and natural harmony 
appear with all the intransigence of a Bastiat and yet have a 
realistic foundation. But it is significant that Henry G. Carey, 
the American apostle of optimism, was also a strong protection- 
ist. Carey and Adam Smith, Bastiat and Ricardo: the economic 
doctrines of the classical school could clearly be made to mean 
many different things. 
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As for Germany, we have already noted (in Chapter V) some 
of the conditions which created an unfavourable soil for econo- 
mic liberalism. Indeed, although the romantic movement had 
soon spent its first force and only remained as a muddy under- 
current of anti-rationalism, it was not replaced by Ricardianism. 
There was no more attempt from that quater to challenge the 
inevitable victory of capitalism. But List and the romantics, the 
exigencies of national union, the tradition of authoritarian 
government, and, underlying all these, the weakness of German 
industry compared with that of its rivals made it impossible for 
economic liberalism to become the orthodox doctrine. The first 
substantial independent contribution of German economic 
thought was of a different character. Though no longer of 
importance itself, and although chronologically not altogether 
in place here, it is best treated immediately after other reactions 
from classicism. 


The Historical School 

The historical school was for nearly forty years the most influ- 
ential school of economic thought in German-speaking coun- 
tries. Its reign dates from 1843, when Roschcr’s Grundriss 
appeared. It was not successfully attacked until 1883, when Carl 
Menger published his Untersuchungen and ousted it from its place 
of pre-eminence. The historical school represents a striking 
example of the difficulty of survival of the pure classical doc- 
trines once it was faced with new economic developments, or, as 
in this case, with a different national environment. It is, more- 
over, interesting because it contains the same conflicting inter- 
pretations which we have already met in the immediate reaction 
to classicism. One part of it is in a line of descent from romanti- 
cism: this gives the school its anti-individualist tendency. But by 
the time the historical school was in full swing, capitalism was 
already advancing rapidly and Historismus, therefore, never 
became anti-capitalist in a reactionary sense. In fact, one part of 
it represented a socialist criticism of capitalism, though it 
never became explicitly so in Germany. It gave rise to a speci- 
fically German variety of the social reform movement, the so- 
called Kathedersozialismus, When its influence was later trans- 
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planted into other environments — the America of Veblen — the 
radical implication became more marked. A somewhat similar 
post-Ricardian tendency can be found in England in the work 
of Richard Jones. 

Thus the historical school is not to be regarded as exemplify- 
ing theoretical trends which arc essentially different from those 
which have already been discussed in chapter v. Its claim to 
special consideration rests on the fact that it embodied these 
trends in a discussion of a particular problem of economic 
inquiry: its method. Concern with economic history wa^ by no 
means new. Many theorists had also contributed to historical 
scholarship, and some of the most important works of the 
classical schools, the Wealth of Nations^ for example, were 
distinguished by their use of both historical and theoretical 
methods. But what makes writers like Roschcr, Knics, Hilde- 
brand, and Schmollcr into a school is the overwhelming impor- 
tance which they assign to history in the study of the economic 
process. There is some disagreement among historians of econo- 
mic thought about the exact classification of the writers of the 
school and about the essence of their ideas. Gidc and Rist, in 
their Histoire des Doctrines economiqiiesf take the more widely 
accepted view that the historical school had an older and a 
younger branch: the former represented by Roscher, Knies, and 
Hildebrand, the latter by Schmollcr. Professor Schumpeter, in 
his Epochen der Dogmen- und Methodengeschichte, claims that the 
older of these schools is not strictly speaking to be regarded as 
historical; the younger school under Schmollcr is truly historical 
in its insistence on detailed, realistic, historical research. Men- 
ger, however, does not make Schumpeter’s distinction (to 
wliicli we shall presently return). The opinion of the most deter- 
mined and successful opponent of Historismus is of considerable 
importance and happens to be more in harmony with the expo- 
sition already given here of the antecedents of the historical 
school. 

The first incentive to the formation of this school came from 
sources that were related to those from which romanticism had 

^ C. Gide and G. Rist, Histoire des Doctrines economiques, pp. 450-85. 

* C. Mengcr, Uniersuchungen tiber die Aiethode dcr Sozialwissenschaften und der 
politischen Oekonomie inshesondere. Collected Works, vol. ii (London School of 
Economics Reprint, 1933), pp. 209-31. 
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sprung. Menger draws a distiiiclion between the historical 
school of jurisprudence of Savigny, with its conservative political 
conclusions, and the school of political historians, who taught at 
(he end of the eighteenth and the beginning of the nineteenth 
centuries at Gottingen and Tiibingen, and who were liberals. 
To the former, he adds, correspond the romantic economists 
(like Muller) ; to the latter, the historical school.^ It is quite true 
that the members of the historical school in economics were not 
medievalists and reactionaries. But this, as has ])een claimed, 
can be cxi)laincd by the different stage which the development 
of capitalism had reached. A similarity of atiilude remains. 

The first economist of the historical school was Wilhelm 
Roschcr (1817-94). He was trained in history and political 
science in the tradition of Gottingen. Like his teachers, he 
regarded historical empiricism as the foundation of wise politics. 
In 1843 he published his Grundriss zu Vorlesungen iiber die Staats- 
wirLschaU nach geschichtlicher Methode. In this work and in his 
later writings, notably his System der Volkswirtschaft^ he claims to 
base himself on the methods of Savigny’s school ol'jinisprudence. 
Although he was a liberal and not anxious, as Savigny had been, 
to use historical research for the purpose of finding justification 
for existing institutions in their past dcvelojiment, Roscher laid 
great stress on the need for infusing the historical s))irit into 
economic inquiry. He did not go so far as to reject Ricardo’s 
deduction, but he claimed that cmj)iricism was an essential 
adjunct to it. He was not c[uitc clear in his own mind about 
methodological issues. Sometimes he gives the impression of 
advocating merely the collection of historical material for pur- 
poses of illustration and for the inspiration which it can supply 
to theoretical study. At other times he regards history as impor- 
tant, because it alone can provide the historical sense which 
enables statesmen to solve political problems wisely. Sometimes, 
again, he seems to suggest that descri])tion of economic institu- 
tions and conditions exhausts the field of economics. 

Much more elaborate and consistent an opposition to classi- 
cism comes from the pen of Bruno Hildebrand (1812-78). In 
1848 he published Die Nationaldkonornie der Gegenwart und ^ukunft^ 

* G. Monger, Untersuchungen uber die Methode der Sozidtwissenschaften und der 
politischen Oekonomie insbesondere. Collected Works, vol. ii (London School of 
Economics Reprint, 1933), pp. 21 2 -3. 

U 305 



THE TRANSITION 

in which he explicitly rejected the claim of the classical school to 
have found, or at any rate to be searching for, natural economic 
laws which would be valid for all time and for all countries. He 
opposed the idea — which occasionally appeared in Roscher — 
that it was possible to discover a ‘physiology’ of economic life. 
He also separated — which Roscher had failed to do — the prac- 
tical questions of economic policy from theoretical analysis, and 
concentrated attention on the latter. His great inspiration was 
historical philology. What one ought to study, he said in a 
programmatic article which he wrote for the first numbW of his 
journal, was the change in the economic experience of mankind. 
Economics had to examine carefully the development of indi- 
vidual peoples and of mankind as a whole. It had to produce an 
economic history of culture; it had to work in close collaboration 
with other branches of history and with statistics.^ There is little 
mention in this programme of discovering the great laws of 
economic development which Hildebrand had earlier set before 
economics. In fact, he never produced the positive work which 
he had promised; and on the occasions on which he left criti- 
cism for specialized historical statistical study, he seems to have 
taken most of the classical conclusions for granted. 

The last of the three founders of the school, Karl Knics 
(1821-98), was more precise in his formulation of the methodo- 
logical issues than were his predecessors. His Die Politische 
Oekonomie vom Standpunkte der geschichllichcn Methode (1853) is now 
less well knowm than his Geld und Kredit, The latter, although 
containing historical material, has very little trace of Knies’s 
adherence to the historical school. In the former, however, 
Knies appears as a more determined opponent of the classical 
school than either Roscher or Hildebrand, both of whom he also 
opposes. Knies sees Roscher’s confusion; he knows that Roscher 
was not clear about the relation of the scope, method, and object 
of different branches of economic inquiry. He objects to 
Roscher’s modified approval of the classical method. And he 
finds even in Hildebrand an incomplete realization of the mis- 
sion of Historismus, He thought that Hildebrand’s laws of deve- 
lopment were still too much a concession to pure theory. With 
complete consistency Knies claims that historical study is the 
only legitimate form of economics. It cannot yield laws in the 
' Jahrbvcher fur Nationalokonomie und Statistik (1863), pp. 145 sqq* 
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sense in which the physical sciences can be said to do so. It may 
discover certain regularities in the actual sequence of social 
development and suggest analogies. The programme which he 
sets before economists is to avoid asserting the superiority of the 
historical method and to produce works which do, in fact, deal 
with economic problems from an historical point of view. 

Knies himself did not act up to his own precept. It was the 
founder of the younger historical school, Gustav Schmoller, who 
really set in motion an active movement of economic historical 
research. It is interesting to note that, in the hands of Schmoller 
and his followers, the original aim of the historical school was 
beginning to disappear. They no longer denied the existence of 
laws of society, Schmoller, in one of his later works, Grundriss der 
Volkswirtschaftslehre (1904), admitted that economic life had its 
laws, but he expressed doubt about the ability of the classical 
method to discover them. He was more than sceptical about the 
laws of human development and he rejected the search for a 
philosophy of history. What Schmoller and his disciples in fact 
produced was economic history. This, one would have thought, 
made the threat of flisiorismus to theoretical work much less for- 
midable. Yet it was not until the ’eighties, when less was heard 
of the more ambitious aims of Roscher and Hildebrand, that the 
great controversy over method broke out. Because this contro- 
versy was not due to the claims of the historical school, its causes 
must be found elsewhere. They are closely connected with the 
rise — to be discussed in tlie next chapter — of a new theoretical 
tendency which was itself connected with certain philosophical 
and logical currents. The quarrel over method was more a means 
by which the new theory sought to clear its own mind than an 
attack on the historical school. But it was in the form of the latter 
that it made its appearance. 

'file Metliodenstreit^ as it was called, opened with the publica- 
tion in 1883 of Carl Monger’s Unlersuchunj^en fiber die Methode der 
Sozialwissenschaften und der Politischen Oekonomie insbesondere and 
lasted for more than two decades. Monger made an attack on 
the claims of the older representatives of Historismus; and he com- 
bined with it a discussion of method in the social sciences in 
general. To understand the exact significance of Monger’s posi- 
tive attitude, it is necessary to summarize the chief points of the 
criticism which the historical school had directed against classi- 
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cism. They concern the approach of classical economists, their 
often implicit social philosophy, their views on the scope of 
economic analysis and their method. The historical school 
objected, in the first place, to the belief that economic laws, estab- 
lished by a development of the implications of a few postulates, 
could have universal validity. The laws of Smith and Ricardo, 
they argued, could not be regarded as absolute and perpetually 
operative either in economic theory or in the practice oif econo- 
mic policy. Economic laws, even if such could be found, must be 
considered as being essentially relative and variable with time 
and place. Economic conditions were constantly changiiig and 
developing; the conclusions of economic theory could, there- 
fore, never retain their original adequacy. 

Althougli this point was often put in an exaggerated form by 
the adherents of the school, it helped to draw attention to an 
important difference, at least of degree, between the physical 
and the social sciences; it has since been accepted by theorists 
and was clearly worked out by Monger. It was agreed by 
theoretical economists that even though their conclusions were 
not formally different from those of the physical sciences (both 
being ideal in the sense that they had reference only within a 
framework of assumed circumstances), there was an important 
difference in their relation to reality. The conditions within 
which the physical laws operate more often exist in prac tice; 
they and the deviations from them are easily measured; and 
allowance can be made for divergences from the ideal. Econo- 
mic laws operate in a reality which contains an ever-increasing 
number of changca])le concrete conditions of which the original 
analysis has had to make abstraction. These concrete conditions 
are, moreover, difficult or impossible to measure; and it is rarely 
easy to discover the exact way in which the tendencies embodied 
in economic laws are modified in practice. 

The criticism of the classical method is closely connected with 
this first point. The historical school was so impressed with the 
practical limitations to which economic laws are subject that it 
wished to abandon the method of deduction altogether and re- 
place it by induction. It had difficulty in distinguishing between 
the errors which may be committed by deductive reasoning, or 
any other scientific method, and the place which correct deduc- 
tion should occupy in a balanced scheme of inquiry. It failed to 
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see that, even though the classics might have been guilty of a 
wrong choice of assumptions, or of faulty or liasty conclusions 
from them, the possibility remained of using significant pre- 
misses and impeccable logic. It did not see that the two method, 
which were contrasted were not mutually exclusive and had 
indeed been used together by the greatest of the classics. There 
is clearly room for serious disagreement about the choice of pre- 
misses; but it is generally admitted that premisses which stand at 
the beginning of the deductive process are themselves empirical 
in origin. Induction and deduction are interdependent. 

Behind the objection which the historical school made to 
classic al deduction was a disagreement about premisses. The 
( lassies, said Knies, and many others have said it after him, 
started with the assumption that man was moved by self-interest 
only. There was no foundation for such an assumption. The 
motives of human conduct were numerous and complex; to 
isolate one, was bemnd to lead to wrong conclusions. It should be 
emphasized here that this particular criticism had nothing in 
comrncm with Marx’s c harge that the classical school had failed 
to see capitalism as a transitory phase of human history; and 
that it had taken the conduct of the bourgeois of their own 
generation as typical of mankind in all sorts of social environ- 
ments. The historical school, in spite of its insistence on relativ- 
ism, did not seriously question the survival of the capitalist 
system. What it objected to w'as sini])ly the stress on the motive 
of money-making wliich it claimed to detect in Smith and 
Ricardo. To this cliarge economists like Menger could, and did, 
reply that the classics were not ignorant of the existence of 
motives other than self-interest. Smith himself had taken great 
pains to study and classify the cliiTerent springs of action. All 
that the classics had done w'as to lake that motive which could 
be regarded as the most persistent and to study its effects. Or, 
as other economists claimed, the classics had isolated a motive 
the results ol* wdiicli were most easily observed and measured. 
We shall return to this argument in connection with the rise of 
social reform movement and in a discussion of certain problems 
of modern economics. 

Lastly, the historical school stressed the unity of social life, the 
interconnection of individual social processes and the organic, 
against the mechanistic, view of society. Although not 
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moved by the ‘totalitarian’ motives of the romantics or of Marx, 
the historical school was here inspired by considerations similar 
to those of romanticism. It began by claiming, as Adam Muller 
had done, that social economic life was something more than the 
sum of economic activities of individuals. Society, in its totality, 
had an organic existence apart from that of its members. This 
view led to a desire for a comprehensive discipline which would 
understand the entire organism of social life; and it implied 
depreciation of the efforts of individual social sciences. But this 
view soon disappeared and all that remained was an emphasis 
on the intimate interaction between the different branches of 
social life which made it impossible for one social science to come 
anywhere near exhausting the field. There also remained the 
stimulus to detailed historical resean h. 'f he historical school left 
as legacy an enhanced desire for a knowledge of concrete reality 
in all its individual manifestations through time; and this was 
productive of very valuable work. But it was a desire which, 
after all, enlightened theorists had always understood and 
appreciated. 

In its native country the Methodenstreit gradually petered out 
for lack of any substantial points of disagreement. Tacitly, the 
indispensability of both branches of economic inquiry, the histori- 
cal-realistic and the abstract-analytical, was mutually admitted, 
even though there remained a difference of emphasis which is 
still present to-day. A version of the Methodenstreit also reached 
England; but in the home of classical political economy the con- 
troversy somehow never aroused much enthusiasm. In 1857 
Cairnes published a methodological work entitled The Character 
and Logical Method of Political Economy^ in which the significance 
of deduction was expounded. This book formed a part of a long 
controversy between Mill, Senior and Cairnes over the exact 
relation between the scope and method of economics and other 
sciences. But this controversy is not important to our present 
purpose. 

It was not until after the second edition of Cairnes’s work had 
appeared in 1875 classical methodological tradition was 

met by the challenge of the adherents of the historical school. In 
1879 Cliffe Leslie published his Essays on Political and Moral 
Philosophy, in which all the arguments of the Germans found 
expression. Others who attempted to influence English ccono- 
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mic thought in the same direction were J. K. Ingram and W. J. 
Ashley. They never made any headway as a separate school; 
though the historical movement had much influence on some 
theoretical economists, Marshall for example. Their one positive 
achievement was to stimulate research in economic history. It 
is, however, interesting to note that some of the English expo- 
nents of Historismus, notably Ashley, were also closely linked 
with the tariff-reform movement. They may be taken as repre- 
sentatives of a new trend in English economic policy perhaps a 
reflection of the changing position of England in world markets. 

In France the impact of the historical school was even less 
marked. It showed itself again mainly in an increase of historical 
research; and it found a related trend in the growth of socio- 
logical studies which nearly always emphasized the historical 
point of view. 


Jones 

Although he was not a contemporary of the historical school, 
nor yet a real j'cpresciitati\c of its views, there is one English 
economist of the first half of the nineteenth century whom it is 
best to mention here. Richard Jones is seldom given much atten- 
tion in histories of economic thought. He is generally regarded 
as ‘an isolated representative of the historical method in England 
in the ’thirties’.^ Superficially this is true. Jones urged econo- 
mists to pay greater attention to the historical differences be- 
tween economic institutions. And he expressed the view that by 
comparative studies alone would the economist be able to advise 
on policy. He also stressed the relativity of economic laws. But 
he made use of history in economic analysis in a much more 
radical manner than had Roscher and Schmoller. He was 
unfortunately not able to finish his magnum opus; but the indica- 
tions of what he was aiming at are clear enough in the first part 
of it, which was completed. 

In 1831 Richard Jones published An Essay on the Distribution oj 
Wealth and on the Sources of Taxation, Part I: Rent, Two years later 
appeared his An Introductory Lecture on Political Economy^ delivered at 
King's College, London, February 2y, 1833, To uohich is added a Sylla- 
bus of a Course of Lectures on the Wages of Labour; and finally in 
' M. Bowley, Nassau Senior and Classical Economics, p. 40. 
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1852, his Text-book of Lectures on the Political Economy of Nations, 
These three works contain an explicit statement of their author’s 
ideas on the method of economic analysis, an implicit use of that 
method in a discussion of certain major problems of the capi- 
talist system, and a working out of this method in a more detailed 
study of one particular question, rent. 

In the long preface to the Essay on Distribution Jones defines 
his position vis-a-vis the classical economists. He traces the origin 
of political economy in the discussion of mercantilist mieasures; 
notes the great advance contained in Smith; and states lijs belief 
that the problems of distribution have not as yet been treated 
satisfactorily. The study of production, he says, has resulted in 
the enunciation of important laws of universal validity. But in 
the sphere of distribution economists have only succeeded in 
stating mutually contradictory opinions. The pliysiocrats are 
condemned because they had mistakenly insisted that agricul- 
ture was the only source of a surplus from which all classes of 
society derived their revenue. Praise is bestowed on Malthus for 
his share in develoinng the theory of rent and, to a less extent, 
the theory of population. But Ricardo and others are blamed for 
having built an illegitimate superstructure on these foundations. 
Malthus had shown, said Jones, that when capitalist production 
has become the dominant mode of production, the cost of pro- 
duction of agricultural produce on the worst land tilled will 
determine ‘the average price of raw produce, while the differ- 
ence of quality on the superior lands measures the rents yielded 
by them’.^ But Ricardo had omitted the qualification, which 
was of an historical character, and had made the principle into 
one of universal validity. Similarly, in the theory of population, 
Malthus himself and his followers had overlooked the possibility 
of important changes in the factors with which they were deal- 
ing and had developed a view of the future of society for which 
there was no justification. 

Jones rejected the idea of a ‘continuous diminution in the 
returns to agriculture — its assumed effects on the progress of 
accumulation — and ... a corresponding incapacity in mankind 
to provide resources for increasing numbers’.- He showed that 

1 R. Jones, An Essay on the Distrihniiun nj U'ailfh anti on the Sourrr.s of Taxation 
(1831), p. vii. 

• ibid., p. xiii. 
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rents were, in fact, highest in countries in which agriculture was 
very productive and a large population was maiiilaincd at a 
high standard of living; and that the wealtliicr countries and the 
wealthier classes everywhere multiplied less rapidly than others. 
This obvious difference between the theories of the economists 
and the facts of experience was, he thought, largely responsible 
for the feeling of distrust in the validity of economic laws which 
had taken hold of the public. People were beginning to think 
that the subject matter of political economy was too complex to 
admit of accurate analysis. 

Jones did not share the view that it was impossible to discover 
economic laws of universal validity. He only emphasized the 
importance of basing all such laws on experience. An historical 
sense and a wide range of observation (which had become possi- 
ble to a far greater extent than ever b(‘for(d had to be the con- 
stant adjuncts of economic analysis. ‘Truth has been missed not 
because a steady and comprehensive survey of the story and 
condition of mankind would not yield truth, even on this intri- 
cate subject, but because those who have been the most promi- 
nent in circulating error, have really turned aside from the task 
of going through an examination at all: have confined the obser- 
vations on which they founded their reasonings, to the small 
portion of the earth’s surface by which they were immediately 
surrounded.’^ 

This sounds like a straightforward plea for more empiricism, 
such as might be made by any moderate exponent Historismus, 
But a study of the way in which Jones followed his own precept 
shows that he was pleading for a specific form of historical obser- 
vation. Plis aim was to study the working of economic principles 
‘among bodies of men living in different circumstances’.^ He 
was anxious to lay bare the distinction between that which was 
common to all social structures and the different forms in which 
it appeared as the result of differences in the social structure. 
Jones distinguished between the different forms of social pro- 
duction which appeared in the course of history. He endeav- 
oured to show their difference as well as their unity. In the 
Introductory Lecture Jones spoke of that relation between pro- 

^ R. Jones, An Essay on the Distribution of Wealth and on the Sources of Taxation^ 
p. xxiii. 

* ibid., p. xxiv. 
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duction and distribution and of different economic structures 
as follows. ‘Although’, he said, ‘some wealth must be produced 
before any can be distributed, yet the forms and modes of dis- 
tributing the produce of their lands and labour, adopted in the 
early stages of a people’s progress, exercise an influence over the 
character and habits of communities which can be traced for 
ages; . . . and this influence must be understood, and allowed 
for, before we can adequately explain existing differences in the 
productive powers and operations of different nations.’ lit is not 
difficult to trace the different methods of distribution. Since the 
earth can yield its cultivator more than he needs for I[iis own 
subsistence, the surplue can be appropriated by another class. 
‘Hence arises a separation of society into classes; and the mode 
in which the distribution of this surplus takes place, the nature 
of the class which consumes it, is the first and most influential 
cause of the future character and habits of the community.’^ 
This language is reminiscent of Steuart and Turgot. 

The economic structure of society depends on the social forms 
of labour: the manner in which the labourer obtains his means 
of subsistence and in which the surplus which he produces is 
appropriated and accumulated. ‘By the economical structure of 
nations, I mean those relations between the different classes 
which are established in the first instance by the institution of 
property in the soil, and by the distribution of its surplus pro- 
duce; afterwards modified and changed (to a greater or lesser 
extent) by the introduction of capitalists as agents in producing 
and exchanging wealth and in feeding and employing the 
working population.’^ The whole of the Introductory Lecture is a 
definition of the economic structure as a relationship of difihrent 
classes, in terms of property in land or capital and, therefore, of 
function in the economic process. And in emphasizing the social 
basis of the economic process Jones has also introduced a strong 
historical point of view. 

Jones uses the concept of the ‘labour fund’, which involves 
both the manner of appropriation of the product by the 
labourer and the relation of classes to the means of production. 
Although Jones does not distinguish these factors very clearly, 

^ Tfie Literary Remains consisting of Lectures and Tracts on Political Economy of 
the late Rev, Richard Jones (ed. W. Whewell, 1859), pp. 552-3. 

^ Literary Remains of Richard Jones, p. 560. 
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they are definitely implied in his analysis. He divided the labour 
fund into three classes; one, in which the revenue is consumed 
by its producer; two, in which the revenue belongs to classes 
other than the labourers and is used by those classes directly for 
the maintenance of labourers; and three, capitalism, in which 
there is an accumulation of revenue which is used to obtain a 
profit. An example of the first class are peasant proprietors; of 
the second, soldiers, sailors, servants, etc.; of the third, modern 
capitalism. All three kinds can be observed in actual existence. 
In England, all but the third are negligible; in other countries 
pre-capitalist forms of production are still important.^ 

Jones sees clearly, though he does not always express it clearly, 
that the existence of a surplus product and of accumulation is 
independent of the particular social forms in which it appears in 
different phases of history. Capitalism is one such form. When 
it prevails the labourer is paid out of capital. In pre-capitalist 
production labour is paid out of revenue. Jones thus carries 
farther the distinction, made by Smith, between productive and 
unproductive labour.^ There arc certain inconsistencies, in parti- 
cular the description of the labourer’s revenue in non-capitalist 
production as wages. But Jones insists that it is the capitalist’s 
saving which is the activity by which the labour fund is provided 
under capitalism and his whole analysis proclaims the historical 
form of accumulation. Jones shows that accumulation existed 
before capitalism, and before the profit motive; and that it is 
only at a certain historical stage that the capitalist — being the 
one who appropriates the surplus and who initiates produc- 
tion — also carries out the function of accumulation. ‘Capital, 
or accumulated stock, after performing various other functions 
in the production of wealth, only takes up late that of advancing 
to the laborer his wages.’ ^ 

Jones underlines repeatedly the historical quality in his 
description of economic institutions and functions. Here is a 
typical example: ‘A state of things may hereafter exist, and parts 
of the world may be approaching to it, under which the 
lal)orers and the owners of accumulated stock, may be iden- 
tical; but in the progress of nations, which we are now ob- 

^ Literary Remains o f Richard Jones, pp. 79 sqq» 

* ibid., pp. 392 sqqr, pp. 414 sqq. 

* ibid., p. 457. 
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serving, this has never yet been the case, and to trace and 
understand that progress, we must observe the laborers gradually 
transferred from the hands of a body of customers, who pay 
them out of their revenues, to those of a body of employers, who 
pay them by advances of capital out of the returns to which the 
owners aim at realizing a distinct revenue. This may not be as 
desirable a state of things as that in which laborers and capitalist 
are identified; but we must still accept it as a stage in the march 
of industry, which has hitherto mai ked the progress of advancing 
nations.’^ \ 

This historical point of view underlies Jones's interest' in, and 
treatment of, rent. In the ‘Syllabus’ which he added, to his 
Introductory Lecture^ Jones approached the question from the 
point of view of different social forms of la})our. Property was 
the reflection of these forms. But in his earlier and larger 
work the procedure is reversed. In the Jones starts from 
the different forms of landed ])ropcrty wliich can be found 
in various countries, or which have existed at difierent times. 
The origin of all rent he ascribes to ‘the power of the earth to 
yield even to the rudest labors of mankind, more than is neces- 
sary for the subsistence of the cultivator himself'.^ And this 
power, once land has passed into private ownership, enables the 
cultivator to pay to the owner a tribute. Unlike Ricardo, he 
believes in the existence of absolute rent, quite apart from 
differences in rent due to difference's in the fci lility of the soil. 
‘In the actual progress of human society, rent has usually origi- 
nated in the appropriation of the .soil, at a time when the bulk 
of the people must cultivate it on such terms as they can obtain, 
or starve. . . . The necessity which compels them to pay a rent 
... is wholly independent of any difl'crence in the cjuality of the 
ground they occupy.’*^ 

Jones then traces the actual forms of rent under difierent 
systems of land tenure until its final appearance in a capitalist 
system. He shows that capitalism begins in manufacture and 
later extends to agriculture. Its characteristic is the possibility 
of moving at pleasure the labor and capital employed in agri- 
culture, to other occupations . . . and unless as much can be 

^ 1 . iter ary Remains of Richard Jones, p. 445. 

^ R. Jones, Essay, p. 4. 

* ibid., p. 1 1. 
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obtained by employing the working class on the land, as from 
their exertions in various other employments . . . the business of 
cultivation will be abandoned. Rent, in such a case, necessarily 
consists merely of surplus profits.^^ Jones does not examine the 
conditions on which the equalization or non-equalization of 
the rate of return in agriculture depends. For him rent on the 
worst soil (the existence of which he admits) is simply due 
to the existence of private property in a scarce gift of nature — 
land. 

Jones is more concerned with elucidating differential rent and 
its changes and with controverting Ricardo’s explanation. Jones 
distinguishes tliree causes which may make rent increase. ‘First, 
an increase of the produce from the accumulation of larger 
quantities of capital in its cultivation; secondly, the more effi- 
cient application of capital already employed; thirdly (the 
capital and produce remaining the same), the diminution of the 
share of the producing classes in that produce, and a corres- 
ponding increase of the share of the landlord.’^ Ricardo had 
only been concerned with the third factor; but Jones shows 
quite clearly that once rent exists it can rise without any change 
in the fertility of different pieces of land. (This, Ricardo would 
probably have admitted.) Reliance on diminishing returns to 
explain a rise in rent becomes unnecessary. Jones also shows 
that improvement of agricultural production was not necessarily 
a£>aiiist the interests of the landowners. It could only be so 
where it was more rapid than the increase in population and 
demand for produce. Progress in general is slow: as improve- 
ments are introduced, ‘every increase of produce occasioned by 
the general application to old soils of more capital, acting upon 
them with unequal effect according to the differences of their 
original fertility raises rents’.^ 

Jones’s great achievement in the theory of rent was that he 
brought out clearly the social basis which underlay Ricardo’s 
theory. In doing so he was able to point out Ricardo’s mistaken 
belief in a progressive deterioration of the soil, and to develop a 
theory of rent which shows considerable advance on the doctrine 
prevailing at the time. But his merit goes beyond this. His ex- 
planation of the historical evolution of different economic struc- 

' R. Jones, Essay, p. i88. ^ ibid., p. 189. 

® ibid., p. 212 
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turcs, and his extraordinarily penetrating distinction between 
the universal categories of economic activity and their varying 
social expressions put him in the select group of those who were 
able to combine rigorous deductive analysis with an under- 
standing of the broad sweep of history. 


The Break Up of the Labour Theory of Value 

France. Socialist criticism of classical political economy 
passed, if not unnoticed, certainly without any lasting positive 
influence on the development of economic thought. Its influence 
was negative. The pressure of the problems associated with the 
rise of the working class, and their theoretical expressions in the 
writings of socialists and others was strong enough to lead to 
some modification of the classical doctrine. Slowly the classical 
analysis was freed from the direct political implications of 
liberal economic theory. This process starts from the difficulties 
involved in the formulation of the theory of value by Adam 
Smith since the labour theory of value could not, in the end, 
be maintained without the introduction of some non-economic 
postulate, such as a doctrine of exploitation. Instead of contin- 
uing the attempts to preserve the labour theory through the 
complications of a developed capitalist system, a number of 
economists in France, Germany, and England chose a different 
path. They did not try to show that, in spite of certain modifi- 
cations, the labour theory of value held good, even where large 
capital equipment was used in production; not did they con- 
tinue to use the concept of the surplus in the explanation of the 
capitalist’s profit. They gradually abandoned the labour theory 
of value in favour of a different principle of explanation which 
eliminated the idea of the surplus — -in so far, at any rate, as it 
implied a theory of exploitation. In technical terms this involved 
the development of a utility theory of value and, as a corollary 
to it, the admission of the productivity of capital. 

The beginning of this process, which was by no means con- 
tinuous, is most obvious in one who was an immediate and most 
faithful disciple of Smith. Jean Baptiste Say (1767-1832) always 
regarded himself as an interpreter of Adam Smith. His Traite 
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d'Bconomie politique, first published in 1803, claimed to be little 
more than a systematic exposition of Smith’s main ideas. But it 
was much more (and much less) than that. In the process of 
selecting and refining, Say gave to Smith’s doctrines a twist 
which was, in effect, an alternative to the development which 
they had obtained at the hands of Ricardo. Say’s own contri- 
bution — apart from his already noted development of the theory 
of the market — consists in his emphasis on utility as the deter- 
minant of value. From this sprang his theory of the value of the 
factors of production, his critique of physiocracy, and his theory 
of the functions of the entrepreneur. 

Say’s utility theory of value had a certain tradition to rest 
on. There had been a number of eighteenth-century Italian 
economists who had emphasized utility. And in 1776 the 
Abbe Condillac had published a book, entitled Le Commerce et 
le Gouvernement consideres relativement run d V autre, which contains 
one of the earliest statements of the utility theory. Condillac 
regards value as the central problem of political economy. 
The source of value, he says, is utility, but not in the ordinary 
sense of the word. With Condillac, as with the modern sub- 
jective theory of value, utility as an economic concept is no 
longer a physical quality of goods; it is the significance which 
an individual attaches to a good for the purpose of satisfying a 
want. Utility is, therefore, a relation; it rises and falls with 
want. Condillac appreciated the importance of explaining 
the effect of varying quantity on the value of goods, and he tried 
unsuccessfully to connect utility and quantity. He said that, 
while value rose and fell as the result of scarcity and abundance, 
it could only do so because utility was also present. He added 
that a more highly felt want would give goods a greater value 
than a less-felt want, and that, ‘therefore’, value rose with 
scarcity and diminished with abundance.^ But it was left to 
later economists to elaborate that ‘therefore’ into the marginal 
analysis. 

Condillac applied the utility theory fairly consistently to the 
problems of exchange, price, and distribution. The utility 
approach was clearly incompatible with the physiocratic ideas 
on productive and sterile labour. These ideas necessarily involved 

I E. B. de Condillac, Le Commerce et le Gouvernement consideris relativemetU Vun 
qV autre (1776), part i, ch. i. 
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a denial that value could be created in the process of exchange. 
If the value already inherent in commodities was increased in 
exchange, this could not be due to anything more than a fortui- 
tous and temporary cheating of one party by the other. Condillac 
claimed that both parties to the exchange gained, since they 
exchanged only if their judgments of the values of the com- 
modities to them differed. In effect, each party gave up some- 
thing which had less utility for something which had more 
utility. It followed, therefore, that all activity — agriculture, 
industry, and trade — wliich adapted the resources of nature to 
the satisfaction of wants was creative of utility and wa^ produc- 
tive. Agriculture was dethroned from its physiocratic pre- 
emincjice. Land, capital, and labour were regarded as partners 
in the productive process. Their revenues were prices, deter- 
mined, like those of other goods, by supply and demand; and 
these prices represented their shares of the co-operative 
product. 

In spile of obscurities and inconsistencies, Condillac must be 
regarded as one of the most definite forerunners of the modern 
subjective school. His influence made itself felt indirectly 
through Say. The tradition of Condillac and the still existing 
need to eliminate what remained of physiocracy account for the 
peculiar interpretation which Say gave to Smith’s doctrines. 
Say completed the emancipation from physiocracy by a radical 
application of the utility principle. 

The details ol* Say’s analysis of value and price arc not of great 
importance. He started from Condillac’s principle that value 
depended on scarcity and utility. Value in exchange was an 
expression of subjective estimates of utilities in terms of quanti- 
ties. Cost of production influenced pzice only through changes 
of supply. It formed a lower limit above which utility was the 
determinant. Say thus laid the foundation for the functional 
relationship between cost, price, and consumer’s preference 
which we shall find as a characteristic feature of all variants ol 
modern theory. What was of immediate importance was the use 
to which Say put his theory of value in developing a theory of 
distribution. 

In the first place, he rejected entirely Smith’s distinction 
between productive and unproductive labour. But he did so by 
considering exclusively the material criterion which Smith had 
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used occasionally, and by ignoring the other distinction made 
by Smith (and the physiocrats) between labour which was pro- 
ductive of a surplus and that which was not. This made it easy 
for him to show that, because value depended on utility, the 
productivity of labour must be judged by utility standards and 
not by reference to the material or non-material nature of the 
product. 

It was thus possible to regard as productive all activities which 
create utilities as evidenced by their ability to command a price 
in the market. Logically, this was a more satisfactory position 
than the ‘material’ criterion. But in the process of avoiding 
what later economists have sometimes regarded as Smith’s 
scholasticism, Say also eliminated the preoccupation with the 
surplus; he also removed the historical basis of the revenues 
of the different classes of the community which, explicitly 
or implicitly, had been the chief feature of English and French 
classical political economy. The meagre hints of Condillac 
on the connection between distribution and value are fully 
developed by Say. It is clear that, once the search for the origin 
of the surplus is abandoned — and this follows from the elimina- 
tion of the labour theory of value — Condillac’s notion of produc- 
tion as a co-operative process in which all factors have equal 
status, though varying shares, is the only logical alternative. 
This, in fact, is what Say’s theory of distribution states. 

The central features of this theory are the concepts of the 
‘productive services’ and of the ‘entrepreneur’. Labour, natural 
resources, and capital have value because they supply produc- 
tive services, i.e. means for creating utilities. As one of the first 
of a long line of economists, Say stated the principle that the 
value of the factors of production was derived from the value of 
their products. All factors possessed both qualities necessary for 
the creation of value: scarcity and an indirect utility. How is the 
connection between the value of products and the derived value 
of factors established? Say did not give a complete answer to this 
question; but he gave the first indications of it. The entrepreneurs 
provide the connecting link between product and factor markets. 
They are ‘the intermediaries who demand the productive 
services required for any product in relation to the demand for 
the product’.^ The factors of production, actuated by a variety 

^ J* B Say, Traite d* ^conomie politique (6th edition, 1841), p. 349. 
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of motives, offer their productive services; a market is estab- 
lished and a price, fluctuating with supply and demand, results. 
Say did not agree with Ricardo in assigning a special place to 
rent, at any rate in the short run. He regarded the prices of all 
factors as dependent upon the prices of their products, thus 
ultimately on consumers’ demands. Although he did not, per- 
haps, express it very clearly. Say seems to have had in mind the 
sort of functional connection between cost, price, wages, rent, 
interest, and profit which was to be developed later by the equi- 
librium school. 

Say’s groping after an equilibrium analysis of the\ economic 
process is even more in evidence in his methodologifcal views. 
He was one of the first economists to emphasize the positive 
element of economic method. He objected to the pre-classical 
concern with practical policy; and he thought that even Adam 
Smith had been too ready to regard economic science as destined 
to supply guidance for the statesman. In Say’s view, economics 
established the broad principles inherent in economic activity. 
It described the manner in which wealth was produced, distri- 
buted, and consumed, not by amassing facts — that was the 
function of statistics — but by discovering the laws which governed 
the relations of these facts. These laws were inherent ‘in the 
nature of things; one docs not decree, but discover them; they 
govern legislators and princes, and they are never violated with 
impunity’.^ 

To discover these laws one had to apply the Baconian method, 
which had been so successful in other sciences. The essence of 
this method was ‘to admit as true only those facts which by 
observation and experiment have been shown to possess reality, 
and to admit as constant truths only those conclusions whicli 
can naturally be drawn from these facts Economics was akin 
to physics. It aimed not at a complete collection of facts, but at 
the discovery of the cause and effect relationship between them. 
Physicists could employ experiment; economists could not. Say 
was not clear about the way in which this discrepancy was to be 
overcome. He never seems to have quite abandoned the idea 
that economics was similar to the physical sciences, even though 
it could not use the experimental method. 

What Say was pleading for was that economists should start 

^J. B. Say, Traite d* £,conorme politique (6lh edition), p. 13. ^ibid.. p- 3* 
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only from premisses which were general and complete. One had 
to take ‘essential and truly influential facts’; one had to draw 
correct conclusions from them; and one had to be ‘assured that 
the effect ascribed to them was really due to them and not to 
other causes’.^ Given correct deduction, the validity of the 
conclusions depended on the completeness of the premisses. 
In the methodological controversy between Mai thus and 
Ricardo, Say took Malthus’s side. He believed that in ignor- 
ing certain aspects of reality Ricardo had left out, not minor 
modifying influences, but indispensable portions of the necessary 
premisses. Say did not, however, agree with Malthus in applying 
this methodological difference to the question of accumulation 
and gluts. He was too successful an entrepreneur himself not to 
see the significance of Malthus’s advocacy of unproductive 
consumption. But he did apply it to the problem of rent. 

In England over-population and increase in the cost of subsis- 
tence seemed real dangers which might militate against con- 
tinued industrial advance. In France they did not. And Say was 
able to wave aside Ricardo’s theory of rent as having no signifi- 
cance in the short run, even though it might be logically valid 
in the distant long run. 

The importance of Say’s work is this: he was the first econo- 
mist to cut loose entirely from the labour theory of value and all 
that it involved in the theory of distribution; he was also the 
first to stress the positive approach in economics. Say can, there- 
fore, be regarded as one of the chief founders of the formalist, 
equilibrium analysis which is the essence of present-day value 
tlicory. 

Say was not alone, however. In France, as well as in Germany 
and in England, there appeared a number of writers who, partly 
under the influence of Say, partly independently, were develop- 
ing a utility theory of value and a productivity theory of capital. 
In his native country Say had an almost immediate influence in 
setting up a tradition. No important French economist after him 
returned to the Ricardian theory of value. The utility theory 
remained as one part of the foundation; the theories of capital 
developed in England — partly under Say’s influence — were 
another. If space permitted, some of these writers would de- 
serve to be dealt with. One of them, Jules Dupuit, must be 
^ J. B. Say, Traiti d^£conomie politique, p. lo. 
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named here as an important pioneer of the utility theory and of 
the geometrical method. His discussion of price discrimination, 
in particular, must be regarded as one of the important contri- 
butions to the theory of monopoly. His most important writings 
are now available in an excellent edition.^ 

Among the individual French writers who carried on Say’s 
tradition one is so important that he must be mentioned sepa- 
rately. Augustin Cournot (1801-77) was not a direct descendant 
of Say’s school; nor has he secured a place among the most 
important founders of modern economics by any contHbution to 
the utility theory of value as such. Cournot did not inquire into 
the causes of value at all. In his Recherches sur les principes mathe- 
matiques de la theorie des richesses (1838) he concentrated attention 
on exchange-value, which he regarded as the sole foundation of 
wealth in the economic sense of the term. He refused to discuss 
the relation between exchange-value and utility — for which he 
thought there was no fixed standard — though he did not imply 
that the utility assigned to different things by different people 
had nothing to do with the formation of exchange-value.^ But 
being a mathematician, he saw that relations in the market 
could be regarded as purely formal relations; that certain cate- 
gories, demand, price, supply, could be regarded as functions of 
one another; that it was possible, therefore, to express the 
relations of the market in a series of functional equations; 
and that economic laws could be formulated in mathematical 
language. 

Earlier economists, said Cournot, had shrunk from the use of 
mathematical symbols. ‘They imagined that the use of symbols 
and formulas could only lead to numerical calculations, and as it 
was clearly perceived that the subject was not suited to such 
numerical determination . . . the conclusion was drawn that the 
mathematical apparatus . . . was at least idle and pedantic.’ 
But mathematical symbols, he pointed out, could be used to 
express the relations between magnitudes without giving these 
magnitudes numerical values. Exchange- value was essentially a 

^ Jules Dupuit, De VUiiliti et de sa Mesure (ed. Marie dc Bcrnardi, Torino, 
1933 )- ^ ^ _ 

* A. Cournot, The Mathematical Principles of the Theory of Wealth (cd. 1- 
Fisher, 1927), pp. lo-ii. 

» ibid., p. 3. 
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relative concept: it implied ‘the idea of a ratio between two 
terms’.^ It was therefore a natural field for the application of the 
calculus. 

The results of Cournot’s mathematical treatment of the prob- 
lems of price in conditions of competition, monopoly, and what 
is now known as duopoly, remained completely neglected for a 
long time. It was only in the ’seventies, when such writers as 
jevons and Walras were summing up, refining, and adding to 
tlie accumulated volume of post-classical theory, that Cournot’s 
work was resurrected. Something will be said later about the 
details of that work in connection with the modern school, from 
whom Cournot is separated only through historical accident. 
But it is interesting to point out the relation between Say’s 
and Cournot’s parts in the destruction of the labour theory of 
value. 

Superficially, the difference in their approaches is striking, 
Cournot was concerned with a functional theory of price; 
Say with a causal-genetic theory of value. Cournot did not 
inquire into the factors which lay behind the behaviour of indivi- 
duals in the market as expressed in offers and demands. His 
starting-points were not what he called the ‘moral causes’ 
(utility, habits, etc.), but only the conduct to which they gave 
rise. He had a fairly clear idea of the ‘limited prices’^ in the 
minds of the parties to exchange, which were the quantitative 
expressions of moral causes, and which were the proximate 
determinants of market behaviour. In other words, Cournot 
laid the foundation for behaviourist schools of economics which 
have operated with Walras’s concepts of ‘reserve prices’ with 
Pareto’s ‘indifference curves’, and, to-day, with the ‘marginal 
rate of substitution’. 

Say, on the other hand, goes a stage further back in his 
analysis. Indeed, he is almost entirely concerned with the force 
which, in the last resort, determines the behaviour of buyers and 
sellers. This, to his mind, is utility. He does not examine in detail 
the problem of price-formation to which that behaviour gives 
rise. This difference between Say and Cournot is repeated in our 
day in the differences between the utility school and the ‘value- 
less’ mathematical schools. Cournot regarded his approach as 

^ A. Cournot, The Mathematical Principles of the Theory of Wealthy p. 24. 

“ ibid., p. 47. 
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opposed to the traditional method of Smith and Say. To>day 
also polemics between the two schools are not infrequent. 

But much more fundamental than the difference is the resem- 
blance between these two post-classical currents. It has been 
said tliat the development of the mathematical school in 
France was largely caused by the existence of a tradition of a 
utility theory of value. ^ This is indeed true in this sense: the 
break-away from the classical search for the causes which create 
value led to an emphasis on the conduct of the individual in con- 
ditions of competition, i.e. in those of the ‘cash nexus\. Both the 
utility school and the mathematical schools involve such an 
emphasis. Compared with what divides both of them' from the 
classical economists, the points of disagreement between them, 
though significant, are minor. They both tend to be positive and 
formalist; they both avoid all explicit reference to a specific 
social order; they both claim, first by implication, then ex- 
plicitly, that the validity of their conclusions is not bounded by 
the existence or non-existence of what Richard Jones called 
a particular ‘economical structure’. These characteristics of 
post-classical theory liavc continued to exist to the present 
day. 

Germany. Germany experienced a development of a similar 
kind. But none of the authors who were responsible for it was 
of the stature of Say or Cournot. A number of them attempted 
to develop Smith’s doctrines in the direction of a subjective 
utility theory. The first, Soden, went so far as to ignore value in 
exchange entirely and to deal exclusively with utility. In his Die 
Nationalokonomie (1804) he distinguished between positive and 
comparative value. The latter — the equivalent of exchange-value 
— was not, according to Soden, value at all. Value was positive 
value, i.e. the ability of goods to satisfy human wants. It under- 
lay comparative value; but this was also based on other con- 
siderations, such as scarcity. It was, therefore, not to be regarded 
as value. 

The next to work on similar lines was Lotz. In his Revision der 
Grundbegriffe der Nationalwirtschaftslehre (1811) and in his Hand- 
buck der Staatswirtschaftslehre (1820) he accepted Soden’s defini- 
tion of positive value, but made comparative value result from 
^ M. Bowley, Nassau Senior and Classical Economics y p. 80. 
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a comparison of two positive values. Exchange, or comparative 
value, depended on two factors: an inner one — the ability of a 
good to satisfy the want of some one other than its owner; and 
an external one — its scarcity. If a good possessed utility for more 
than one person and if the acquisition of it involved some sacri- 
fice, then, and only then, would the good have exchange-value. 
Lotz went even farther in distinguishing (positive) value and 
price. He showed that they were connected in the sense that a 
good which had no value could have no price and that a good 
with a high value commonly had a high price. Rut there the 
connection ceased. Value was the expression of intangibles, 
human wants; price that of the concrete obstacles to be over- 
come in the creation of goods. 

Hufeland’s Neue Grundlegung der Staaiswirtschaftskunst (1807-13), 
von Hermann’s Staatswirtschaftliche Untersuchungen (1832), and 
Rail’s Lehrbuch der politischen Okonomie (1826) may be mentioned 
among the fairly large number of other German works of the 
first half of the century which helped to evolve a subjective 
theory of value. There was a considerable agreement of opinion 
among German theorists on the approach to this central econo- 
mic problem. Exposition was generally based on Lotz’s distinc- 
tion between value and price. A connection between the two was 
admitted to exist, but its nature was not developed in any detail. 
This was probably because the main concern of German 
writers was to elaborate the new concept of subjective value 
and to show up as clearly as possible how much it differed 
from the concept of price by which they understood what Smith 
had called exchange-value. The employment of a concept of 
exchange-value, as distinct from both use-value and price, was 
one of the main results of early nineteenth-century German 
thought. If use-value was based on ability to satisfy wants (i.e. 
utility), exchange-value was based on ability to exchange. Use- 
value arose when goods were considered from the point of view 
of consumption. Exchange-value was the quality which goods 
had when they were examined for the purpose of exchange. 
Price was connected with them, but not in a way that made it 
possible to say that price in any particular instance was deter- 
mined by them. 

It is not important to pursue here the further development of 
this line of reasoning. Lotz’s dichotomy did not satisfy the 
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requirements of a theory of value and his followers gradually 
departed from it. The separate categories of value persisted (they 
even appear in the elaborate structure of the early Austrian 
theory), but they were increasingly regarded as closely related. 
The tendency was to make the psychological explanation of 
value less limited in scope — to show that utility was also the 
ultimate determinant of price. It was one of the leaders of the 
historical school who first made this attempt. Hildebrand tried 
to show^ that utility — in the economic sense — was a flinction of 
quantity and that this provided a connection between subjective 
value and price. Knies also took this view, which must be 
regarded as a link between the earlier and the later utility 
schools. Its further development in Germany (largely indepen- 
dent of what had gone before and ignored for a long time by 
subsequent authors) was due to Gossen. But his work belongs 
properly to the next chapter. 

One other German author of the period deserves to be men- 
tioned here: Johann Heinrich von Thiinen. Der Isolierte Staat 
(first part, 1826; second part, 1850) is the product of a practical 
interest. As a descendant of an old landowning family and 
himself an agriculturist, Thtinen was above all concerned with 
problems of agricultural economics. But his approach to them 
was rigidly theoretical. He was a firm believer in the use of 
mathematical methods, though not entirely in Cournot's sense. 
Thiinen used the numerical example more than the calculus. 
Yet his procedure had something in common with that of 
Cournot, for even when his arguments were expressed in words, 
they were mathematical in substance. He was most careful to 
set out his postulates, to define the validity of his conclusions in 
conformity with his initial abstractions, and to indicate the way 
which led back from his simplified assumptions to the complexi- 
ties of reality. 

Thtinen said nothing about value or about causes of price. 
His place is nevertheless with the early utility theorists for two 
reasons. In the first place, Thtinen generally took the existence 
of a certain market price for granted, and he endeavoured to 
develop a set of conclusions relating particularly to distribution 
on the basis of an assumed price. That procedure does not in 


’ B. Hildebrand, Die National okonomie der Gegenwart und J^ukun/t (1848), 
pp. 314 sqg. 
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itself suggest that Thiinen held a subjective theory of value and 
price. But it is a procedure which is perfectly compatible with 
the utility theories which were widely current in Germany at the 
time. Thunen repeatedly said that he regarded Adam Smith as 
his teacher in economic matters. And it must be remembered 
that Adam Smith’s doctrines were then being expounded in 
Germany by adherents of the utility school. In the absence of 
any explicit statement by Thunen himself, it is not unreasonable 
to suppose that he had no quarrel with the prevailing trend in 
the theory of value. 

But what is even more important is that Thiinen’s contribu- 
tions to the theories of production and distribution were very 
much in line with similar work of the utility theorists elsewhere, 
particularly in England. His use of the marginal analysis and 
his acceptance of the productivity of capital make of his work an 
important contributory element in the formation of modern 
economics. 

Thiinen’s ideas can be briefly summarized as follows. In the 
first part of his book he aimed at discovering the effects upon 
agriculture and rent of the price of agricultural produce, of the 
situation of the land in relation to the market, and of taxes. For 
this purpose he constructed first an isolated state which had 
these characteristics, A very large town is situated in the 
middle of a fertile plain which has neither canals nor navigable 
rivers. At a considerable distance, the plain ends in an unculti- 
vated wilderness. The town draws its produce from the plain, to 
which it supplies manufactured products. How in the circum- 
stances will the agriculture of the plain be arranged?^ 

The answer, though obvious, was worked out by Thunen in 
so careful a manner that he is rightly regarded as a forerunner 
of the modern theory of the location of industry. He showed 
that certain products (like strawberries, salads, milk, etc.), 
which were difficult to transport or could be sold only fresh and 
in small quantities, would be produced nearest the town. There 
would follow other forms of cultivation arranged in concentric 
circles round the town in accordance with the price of their pro- 
ducts and the cost of transport. Anticipating the modern oppor- 
tunity cost principle, Thunen pointed out that the price of milk 
would have to be such that the land on which it was produced 

M. H. V. Thunen, Der Isolierte Staat (ed. H. Waentig, 1930), pp. i i~i2. 
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could not be used more profitably for any other product. 
This he applied to other produce, too. The price for grain, for 
example, would have to be high enough ‘to replace at least the 
cost of production and transport of the most distant producer, 
whose output the town still requires.’^ This price will of course 
be a uniform price ruling throughout the market of the town. 
But of that price each circle of cultivation will have to deduct a 
sum equivalent to the cost of bringing the grain to the market. 
That cost increases with distance from the market; and it is easy 
to see that, given a price, the cost of transport will, after a certain 
point, swallow up the whole price. After that point, cultivation 
would cease, even if corn could be produced at no cost. In fact, 
it will cease at some time before that point is reached. Here then 
it is a statement about the connection between cost and price 
which is a part of most modern cost theories. Given a certain 
demand for a product, output will be increased to the point at 
which price just covers cost of production. 

From this a theory of rent follows naturally. Thiinen distin- 
guishes between the rent of land and the payments which are 
generally added to it and which are in the nature of interest on 
invested capital. The former is rent in the proper sense of the 
term, and it arises in this way. Price must be high enough to 
compensate the least favourably placed producer. In Thimen’s 
words, ‘the price of corn must be high enough to prevent rent 
from falling below zero on that farm which has the highest cost 
in producing and delivering to the market, but whose output is 
still required in order to satisfy the demand for corn’.^ Because 
other producers have lower costs, they obtain a surplus which 
measures the rent yielded by their land. 

Thiinen’s theory is not substantially different from Ricardo’s 
doctrine of differential rent. Although he speaks of difference in 
fertility, Thiinen does not use this as a factor in his analysis, but 
elaborates the whole concept in terms of differences in situation 
and transport cost only. The significance of this method lies in 
the fact that it leads to a pure ‘ producer’s surplus ’ concept ol 
rent, which made it much easier for subsequent economists to 
extend the concept to factors of production other than land. In 
addition, Thiinen uses the concept of the margin even more than 

^ J. H. V. Thiinen, Der Isolierte Staat (ed. H. Waentig, 1930), p. 226. 

• ibid,, p. 226. 
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Ricardo had done, which again makes possible the linking of 
rent with the general marginal theory of the remuneration of 
factors of production. 

Thnen himself took the first step in this direction. In the 
second part of Der Isolierte Staat, he applied essentially the same 
technique to wages and capital. In almost complete anticipation 
of the marginal productivity theory, Thunen argued that the 
use of additional doses of capital and labour would increase the 
yield of agriculture, but would also increase cost. On the analogy 
of the distance from the market to which cultivation would be 
pushed, it could be said that the labour or capital employed 
would be increased up to the point at which their increased cost 
was equal to the increased yield which they produced. In 
Thiinen’s own words, the increase in labourers ‘must be con- 
tinued to the point at which the extra yield obtained through 
the last labourer employed equals in value the wage which he 
receives’. ^ ‘The value of the labour of the last employed labourer 
is also his value.’ - ‘And the wage which the last employed 
labourer receives must form the norm for all labourers of the 
same skill and ability; since for the same services it is impossible 
to pay unequal wages.’ ^ The same holds true for capital, which 
Thunen defines as ‘accumulated product of labour’.'* Its yield 
‘is determined by the yield of the last particle of capital 
employed’,^ and all borrowed capital will be paid for at this 
uniform rate. 

Even these few quotations show that Thunen had a clear idea 
of tlic llindamentals of the marginal productivity theory. The 
whole of part ii oi Der Isolierte Staat is a detailed examination of 
the implications of that theory, including even a consideration 
of the effects upon the remuneration of each factor of an increase 
in the quantity of the other. It contains also one other idea, 
which Thunen regarded as his most important contribution, the 
doctrine of the natural wage. With the aid of a complicated 
calculation (including the use of the differential calculus), 
riiiinen claims to prove that the natural wage depends upon 
the necessities of the labourer and the product of his labour 
(both expressed either in kind or in money), and that if these 

^ J. H. V. Thiincn, Der Isolierte Staat (ed. H. Waentig, 1930), p. 415. 

! » P- 576. ^ ibid., p. 577. 

ibid., p. 423. ® ibid., p. 498. 
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two factors are a and /> respectively, the formula \/~ap represents 
the natural wage.^ Thiinen thought sufficiently highly of this 
formula to have it engraved on his tombstone. But to those 
among subsequent economists who have come under his influence 
he will remain noteworthy for his statement of the marginal pro- 
ductivity theory. 

Britain, England, as befitted the home of Ricardianism, 
was much slower in abandoning the labour theory of value. 
However, signs were not lacking even in Ricardo’s \^day of a 
different approach to the problems of value and distlribution. 
The starting-points of this development were the vacillations of 
Smith in the formulation of the theory of value and Ricardo’s 
attempt to cut free from the contradictions which these vacilla- 
tions created. Ricardo’s solution rested on the admission of 
exceptions to the labour theory. Tliese exceptions — caused by 
different capital structures and different periods of capital 
turnover- -were, as Malthus pointed out, the rule. And, as we 
have seen, Malthus used this weakness in the Ricardian struc- 
ture to go back to the inconsistencies of Adam Smith’s theory 
of value, which he then used to attack Ricardo's theory of 
accumulation. 

Ricardo’s followers were naturally perturbed by the weakness 
in the labour theory which had been bequeathed to them; and 
for some ten years after the publication of the third edition of the 
Principles there was keen discussion on this problem. Robert 
Torrens laid stress on it in An Essay on the Production of Wealth 
(1821). He took for granted the existence of a uniform rate of 
profit (though he did not show how it arose) and concluded that 
capitals of equal size put into motion different quantities of 
current labour, without causing their products to be of different 
values. “ He thus stated Ricardo’s exception in terms which 
made it clear that, in conditions of capitalist production, 
appearances, at any rate, contradicted the labour theory of 
value. Torrens did not explain this contradiction; instead, he 
reformulated it. The labour theory, he said, applies to that 
stage of social development in which there has not as yet arisen 
a capitalist class. But once capitalists exist, it is no longer the 

1 J. H. V. Thiinen, Der Isolierte Staat (ed. H. Waentig, 1930), pp. 542-9 
R. Torrens, An Essay on the Production of Wealth (1821), pp. 28 5 qq> 
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quantity of current, but that of accumulated labour, which 
determines exchange-value.^ This in effect is a return to a posi- 
tion taken up by Adam Smith. 

The same difficulty troubled James Mill. In his Elements of 
Political Economy (1821) he endeavoured to revise the labour 
theory of value by insisting that capital was only accumulated 
labour. Profits were thus a reward for hoarded labour.^ In this 
way Mill thought to have solved both the problem of the origin 
of profits and of the ‘exceptions’ to the labour theory. But he 
had clearly done nothing of the sort. He had admitted that 
capital was productive and that it was one of the determinants 
of exchange-value, but he thought that this made no difference 
to the labour theory because capital could ultimately be resolved 
into labour. This attitude of certainty (which contrasts strongly 
with Ricardo’s doubts) involved Mill in many absurdities. He 
tried, for example, to get over the embarrassing example of the 
wine which, when left in the cellar, increased in value with the 
mere lapse of time. Those who had pressed this example had 
done so in order to weaken Ricardo’s theory and to get him to 
admit, as he eventually did, that the turnover of capital had an 
influence on value, thus creating an exception to the labour 
theory. Not so James Mill. ‘Time’, he repeated after McCulloch, 
‘docs nothing. How then can it create value? Normally, Mill 
said, when we say that time has added to value, we mean that a 
certain portion of capital — which was nothing but hoarded 
labour — was expended. Therefore, he concluded that ‘if the 
wine which is put in the cellar is increased in value one- tenth by 
being kept a year, one-tenth more of labour may be correctly 
considered as having been expended upon it’.^ This was clearly 
absurd. As Samuel Bailey, one of the most vigorous critics of 
Ricardo, said, ‘in the instance adduced, no human being by the 
terms of the supposition has approached the wine, or spent upon 
it a moment or a single motion of his muscles’.^ Mill was 
only trying to explain something by calling it by a different 
name. 

^ R. Torrens, An Essay on the Production of Wealth ( 1 82 1 ) , p. 39. 

* J. Mill, Elements of Political Economy, pp. 70 sqq, * ibid., p. 99. 

* ibid., pp. 97-.8. 

* S. Bailey, A Critical Dissertation on the Nature, Measures, and Causes of 
Value, etc, (1825^ (London School of Economics Reprint, 1931), pp. 219-20. 
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McCulloch took a similar line. The subterfuges to which he 
resorted in order to present the Ricardian theory in perfect 
formal consistency only resulted in an indiscriminate mixture of 
ideas, which shows a complete misunderstanding of Ricardo’s 
real problem. McCulloch followed Mill in regarding capital 
as hoarded labour. In The Principles of Political Economy, first pub- 
lished 1825, he more or less reproduced Mill’s defence of the 
wine-in-the-cellar case.^ His statements on value are, to put it 
mildly, eclectic. He distinguished between real value! (defined 
according to the labour theory) and relative or exchange-value 
(which arises in the exchange of two commodities). Rbal value 
and exchange-value may be equal. Normally, any exchange will 
be an exchange of equivalent real values. This holds true for 
exchange between the capitalist and the labourer. To explain 
the origin of the surplus in spite of this, McCulloch simply falls 
back on Smith’s and Malthus’s doctrine that the value of a com- 
modity is determined by the amount of labour which it can 
command. This is as a rule greater than the real value of the 
commodity and the discrepancy is profit. Unless such a dis- 
crepancy existed, ‘a capitalist would have no motive to, lay out 
stock on the employment of labour ; for his profit depends on his 
getting back the produce of a greater quantity of labour than he 
advances.’ This, superficially, sounds almost the identical de- 
duction from Ricardo as Marx’s theory of surplus value. Indeed, 
McCulloch goes on to say, ‘when he [the capitalist] buys labour, 
he gives the produce of that which has been performed for that 
which is to be performed’.^ And this exchange between ‘living’ 
and ‘embodied’ labour (or between labour and capital) had the 
peculiar quality of giving rise to a surplus. But this is only a 
superficial resemblance. For with Ricardo, and even more with 
Marx, the problem was how to explain the surplus within 
a labour theory of value. With McCulloch, however, the futile 
attempt to provide such an explanation was abandoned. 
The surplus became akin to the mercantilist ‘profit upon 
alienation’. 

These difficulties of the post-Ricardians were due to their 
inability to work out a reconciliation between the phenomena 
of the market in conditions of capitalist production and the 

1 J. R. McCulloch, The Principles of Political Economy (1849), pp. 372 ^ 3 * 

2 ibid., p. 320. 
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labour theory of value. The attacks upon the labour theory, 
therefore, derived additional strength from the ineffective 
defences of such writers as Torrens, James Mill, and McCul- 
loch. 

(^Perhaps the strongest attack at the time was that of Samuel 
Bailey p .4 Critical Dissertation on the Nature^ Measure and Causes oj 
Value, published in 1825, written, as the sub-title informs us, 

' Chiefly in Reference to the Writings of Mr. Ricardo and his 
Followers ’.(^Bailey was able to uncover many of Ricardo’s 
mistakes, and so to discredit the labour theory of value. He did 
not himself replace it by another theory of value; but he 
made the beginnings of an approach that was to be adopted 
later.} 

Adam Smith had elucidated the significance of the labour 
theory by concentrating attention on the origin of the pheno- 
menon of exchange- value. He had, however, failed to push the 
analysis of the concept to its logical conclusions. Ricardo went 
to the other extreme. He neglected to discuss the historical bases 
of the phenomenon and the social quality of the concept. His 
interest was mainly in the variations in exchange- value, that is in 
its relative aspect. He did not make clear the distinction between 
the quality of exchange-value as such, the size of that exchange- 
value and the relation between the exchange-values of different 
commodities. 

Here Bailey’s criticism sets in. He sees that exchange-value 
appears as a quantitative relation between two things, and he 
refuses to go any further, f’or him the whole problem of value is 
solved by the statement that exchange-value involves, in prac- 
tice, a relation. In an ultimate sense, he says, value denotes ‘the 
esteem in which any object is held’.^ It reflects a state of mind of 
the subject and not a quality possessed by the object. This 
esteem cannot arise when objects arc viewed in isolation. It has 
its origin in a comparison of two things. The relative esteem to 
which a comparison gives rise ‘can be denoted only by quan- 
tity’, 2 Bailey adopts, therefore, one of the definitions with which 
Adam Smith had toyed, and which identified value with pur- 
chasing povv^er. 

Two thoughts continue to run side by side in Bailey’s book. 

1 S. Bailey. A Critical Dissertation, p. i . 

* ibid., p, 3. 
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(The more important one is that which makes value into a rela- 
tion and nothing more:<^As we cannot speak of the distance of 
any object without implying some other object, between which 
and the former this relation exists, so we cannot speak of the 
value of a commodity but in reference to another commodity 
compared with it. A thing cannot be valuable in itself without 
reference to another thing’. The labour theory of value was 
clearly incompatible with this view. 

On the other hand, Bailey himself seems to have regarded the 
purely relative conception of value as insufficient. His\ mention 
of esteem and utility at the beginning of his discussior^ (which 
seems to have been due to the influence of Say) shows: that he 
was trying to link up the functional relations which appear in 
the market with some fundamental causative influence : that he 
was trying to find a constant. He did not succeed and subsequent 
utility theorists have criticized him for his failure to trace the 
connection between utility and exchange- value. ^ Bailey states, it 
is true, that ‘an inquiry into the causes of value is, iji reality, an 
inquiry into those external circumstances, which operate so 
steadily upon the minds of men, in the interchange of the neces- 
saries, comforts and conveniences of life, as to be subjects of 
inference and calculation’.^ But he does not proceed to discuss 
the implications of subjective valuation. Indeed, he agrees in 
the end tliat in the class of commodities which can be increased 
at will, and in tlie production of which there is no restriction of 
competition, cost of production is the determinant of value. The 
cost of production ‘may be either labour or capital, or both’.^ 
In other cases, such as monopolies and goods produced under 
conditions of diminishing returns (for example those requiring 
the factor land), the analysis must be that of monopoly 
price. 

Bailey’s criticism of Ricardo derived from the latter’s search 
for an invariable measure of value. This, in Ricardo, was merely 
a confused way of seeking an explanation of the phenomenon of 
value as such. But it gave Bailey an opportunity for saying some 
very pertinent things on the question of the measurement ol 

^ S. Bailey, A Critical Dissertation^ p. 5. 

• Gf., for example, R. Zuckcrkandl, Theorie desPreises, pp. 72-4. 

3 S. Bailey, A Critical Dissertation, p. 180. 

^ ibid., p. 205. 
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value. Here, his Telativism' had particular significance: it 
helped to show up the difference between measure of' value in 
the transcendental sense in which the classics following Aristotle 
had understood it, i.e. of the inherent cause and substance of 
value (with which Bailey would have nothing to do), and 
measure of value in the sense of a quantitative relation between 
two goods, in particular, between a good and money. This latter 
conception leads Bailey to show that changes in value must 
affect both commodities that are compared. The search for an 
invariable measure of value is, therefore, illusory. Bailey shows^ 
that money fulfils adequately the function of an external 
measure of value, although it follows from his definition that it 
cannot itself be of constant value. He uses this point as an argu- 
ment for severely circumscribing the validity of price com- 
parisons in time. The modern theory of index numbers has 
taken a similar line.^ Bailey’s object, however, was to show that, 
once the problem of finding an invariable measure of value had 
disappeared, the problem of discovering the determinants of 
value as something separate from price had gone too. He 
ihought that he had put another nail into the coffin of the 
labour theory of value. 

In addition to these frontal attacks, the development of alterna- 
tive approaches to the value problem helped to destroy this part 
of the Ricardian structure. Already in 1804 the Earl of Lauder- 
dale, in An Inquiry into the Nature and origin oj Public Wealthy and 
into the Means and Causes of its Increase, had expressed views which 
closely resembled those of Say. Lauderdale also based himself on 
Condillac and infused a utility element into his interpretation 
of Adam Smith’s theory of value. Wealth, he said, is everything 
that possesses utility; but individual riches possess utility and 
scarcity. These two elements determine value. They find expres- 
sion in demand and supply; and an alteration of either will 
affect value. Lauderdale examined the effects of increases and 
decreases of demand and supply upon value in something like 
the same way in which modern economists analyse tlie elasticity 
of demand. He rejected the distinction between productive and 
unproductive labour, and adapted Say’s views on the factors of 
production. He applied his theories in an eccentric way to prob- 

^ S. Bailey, A Critical Dissertation, chs. v, vi, vii. 

2 Cf., for example, G. Haberler, Der Sinn der Indexzahlen (1927). 
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lems of public finance; but his main claim to notice in the 
development of English economic doctrine is definitely his kin- 
ship with Say. 

The subsequent development of the utility analysis seems to 
have been due to a number of economists who remained 
neglected for a long time. In 1903 attention was directed to 
some of them,^ and since then their part in the history of 
doctrine has become widely recognized. The assignment of 
paternity of ideas among these writers is a matter of some 
dispute; and the sequence in which some of thehi are here 
mentioned is not necessarily to be taken as the correct chrono- 
logical order in which the ideas represented were born. 

Richard Whately, who later became Archbishop of Dublin, 
had occasion to occupy himself with economics during his short 
tenure (as second occupant) of the Drummond Chair of Political 
Economy at Oxford, 1830-1. The conditions of the Chair 
included one which required the publication of at least one 
lecture a year. The result of this provision was the publication in 
1831 Introductory Lectures on Political Economy. Prior 

to that, Whately had come into contact with Nassau Senior, 
who had preceded him in the Drummond Chair and who had 
written the economic section of an Appendix on ‘Ambiguous 
Terms’ in Whately’s Elements of Logic^ first published in 1826. 
It is difficult to say whether Whately was expressing original 
views or voicing those which he had heard from others, particu- 
larly Senior. At any rate, the Introductory Lectures are noteworthy 
for their emphasis on utility and for a passing but highly influ- 
ential reference to the relation between cost and value. 

Whately reveals his approach at once by suggesting that the 
best name for economic science would be Catallactics, or the 
science of exchanges, because ‘man might be defined as “An 
animal that makes Exchanges'"^ : no other, even of those animals 
which in other points make the nearest approach to rationality, 
having, to all appearances, the least notion of bartering, or in 
any way exchanging one thing for another.’ ^ For Whately utility 
and wealth were relative and subjective. And modern subjec- 
tivists have often adopted Whately's term, ‘catallactics’, m 

^ E. R. A. Seligman, ‘On Some Neglected British Economists’, Economic 
Journal, vol. xiii, 1903, pp. 335 sqq. and pp. 51 1 5qq.\ reprinted in Essays tn 
Economics (1925), ch. iii. 
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order to stress the fact that they regard choice as the essence of 
the economic problem. 

Whately^ did not develop a subjective theory of value to any 
extent. He rejected, however, the idea that labour was essential 
to create value; and in a passage which has been quoted many 
times he expressed what he thought to be the real relation 
between cost and price. ‘It is not’, he said, ‘that pearls fetch a 
high price because men have dived for them; but on the contrary, 
men dive for them because they fetch a high price.’ ^ It has also 
been suggested recently that Whately was one of those who, in 
company with Nassau Senior, extended the rent analysis by 
making rent arise from immobilities in the factors of produc- 
tion.® Otherwise Whately cannot be said to have contributed 
much. 

Whately’s successor at Oxford, W. F. Lloyd, was also a repre- 
sentative of the utility school. Again, it is impossible to say 
whether, as has been suggested,^ Lloyd was repeating views 
acquired from Senior. But Lloyd was certainly in the same tradi- 
tion. Like Bailey, he describes value as being ultimately a ‘feel- 
ing of the mind’; but he adds the important point that this 
feeling will show itself ‘ at the margin of separation between 
satisfied and unsatisfied wants’. To this clear anticipation of a 
formulation made famous by the marginalist school, Lloyd added 
a statement on the connection between quantity and utility 
which is of a piece with it. For ‘an increase in quantity’, he said, 

‘ will at length exhaust, or satisfy to the utmost, the demand for 
any specific object of desire’.^ 

An even fuller anticipation of marginal utility doctrine is to 
be found in the Lectures on Political Economy (1834) of Mountifort 
Longfield, the first holder of the Chair of Political Economy at 
Trinity College, Dublin, endowed by Whately after his appoint- 
ment to the archbishopric. Clearly, the tradition was spreading. 
Utility, according to Longfield, is the power which an article 
has ‘of satisfying one or more of the various wants or desires of 
mankind’; a definition which, as he rightly points out, gives the 

' R. Whately, Introductory Lectures on Political Economy (1832), pp. 6-7. 

® ibid., p. 253. 

® M. Bowlcy, Nassau Senior and Classical Economics^ pp. 106, 131-2. 

* ibid., p. 108. 

* W. F. Lloyd, Lecture on the Notion of Value (1834), pp. 16 and 9, quoted in 
M Bowlcy, Nassau Senior and Classical Economics^ p. 1 08. 
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word a wider meaning than that which it has in everyday 
language. Value, he says, implies utility; for each article they 
are both proportional to each other, as far as a single individual 
is concerned. Exchange ensures that a person shall have that 
combination of goods which ‘in proportion to their value be of 
the greatest utility to him’. In exchange ‘each party to it has 
gained something, by receiving for the article he disposed some- 
thing which is, relative to him^ of more utility. . . As for the 
measure of value, Longfield shares Bailey’s relativism; he 
considers that labour is often the best measure.^ \ 

Later, Longfield examines value in detail. Exchange arises 
because a definite quantity of a particular commodity is suffi- 
cient to satisfy the want for it. People arc, therefore, induced to 
part with their surpluses for those of others. Everybody will be 
anxious to buy as cheaply and to sell as dearly as possible. Com- 
petition — which Longfield describes in detail — will ensure an 
equality between supply and demand. Cost of production will 
influence price through its efiect on supply. - 

In his sixth lecture he amplifies his statements on value in such 
a way as to include a reference to the margin. He repeats the 
statement that price is determined by supply and demand 
(behind the one is cost of production, behind the other utility), 
and that it will be an amount wdiich equates supply with effec- 
tual demand, that is, demand backed by purchasing power. 
Then he examines further the influence of demand on price. 
‘The measure of the intensity of any person’s demand for any 
commodity is the amount which he would be willing and able 
to give for it, rather than remain without it.’ Now while there 
may be demands wdiich cannot lead to a purchase, they have 
nevertheless an influence on price. ‘Of this an example is, the 
demand of those who will not purchase at the existing prices, 
but who would come into the market and purchase, if a slight 
reduction should take place. Such a demand always does exist, 
and has an effect in keeping up prices, exactly similar to the 
bidding at an auction of the person who is next in amount to 
that of the actual purchaser.’-* 

This leads to the further point that, although intensities of 

^ M. Longfield, Lectures on Political Economy (1^34), (London School of 
Economics Reprint, 1931), pp. 25-8. 

* ibid., pp. 44-63. ® ibid., pp. 11-12. 
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demand differ between different purchasers, they all buy at a 
uniform market price which equates supply and demand. From 
this Longficld’s most important statement follows. If the price is 
raised only slightly above the market price, ‘the demanders, 
who by the change will cease to be purchasers, must be those 
the intensity of whose demand was precisely measured by the 
former price. Before the change was made, the demand, which 
was less intense, did not lead to a purchase, and after the change 
is made, the demand, which is more intense, will lead to a pur- 
chase still. Thus the market price is measured by that demand, 
which being of the least intensity, yet leads to actual purchases.’ ^ 
No modern exponent of the marginal utility theory could object 
to this formulation. 

Applying the doctrine to wages, I.ongfield makes another 
anticipation of the marginal productivity theory. He rejected 
the subsistence theory; and contended that the wages of the 
labourer depended ‘upon the value of his laljour, and not 
upon his wants, whether natural or acquired . . . The level of 
subsistence had only influence on population. “ (Longficld here 
takes the opportunity to distinguish carefully between short and 
long run movements, or what he calls ‘primary or immediate 
causes . . . and those whose influence is remote and secondary’.^) 
Wages depend on supply and demand. The former is the ‘exist- 
ing race of labourers’. Demand depends on ‘the utility or value 
of the work which they [ the labourers] are capable of perform- 
ing’. To ascertain the wages of labourers one has to apply the 
principles which — so Longfield specifically mentions — have 
already been stated.^ ‘The share of the article which each 
labourer will receive, is found by computing how much of the 
entire value consists of labour, and how much of profit, and then 
dividing the former share among the labourers, in proportion to 
the quantity and value of each man’s labour.’^ 

This principle is applied to capital with greater clarity.® 
Capital is useful because it advances wages to the workers before 
the consumer has bought the product. It also helps to make 
labour more productive. The profits on capital, given its supply, 

^ M. Longfield, Lectures on Political Economy (1834), (London School of 
Economics Reprint, 1931), p. 113. 

* ibid., p. 206. ® ibid., p. 207. 

* ibid., pp. 209-10. * ibid., pp. 211-12. 

® ibid.. Lecture IX. 
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will depend on the demand, that is, on its productiveness. Again, 
however, competition establishes a uniform rate which ‘ will be 
regulated by that portion of it [capital] which is obliged to be 
employed with the least efficiency in assisting labour. . . . This 
extends to the profits of capital that principle of an equality 
between the supply and the effectual demand which in all cases 
regulates value. 


Senior 

Of all the forerunners of the utility analysis, Nassau William 
Senior has suffered least from neglect. But even he has had to 
wait until fairly recently for an extensive study. Senior was not 
quite so striking an exponent of the subjective theory of value as 
some of the writers already mentioned. In particular, his account 
of the marginal utility analysis is not nearly so elaborate as that 
of Longfield. Although Senior was influenced by Say and by 
German writers, his theory of value and distribution aimed less 
at providing an alternative to that of Ricardo than at recon- 
ciling it with the new current of thought. Senior may therefore 
be regarded as the first important representative of the tendency 
to compromise and synthesize which has been a characteristic 
feature of the tradition of English economic thought, best exem- 
plified by John Stuart Mill and Alfred Marshall. Senior’s atti- 
tude to problems of economic and social policy is also of interest 
on account of the influence which it had on his views of the 
scope and method of economics. 

Nassau William Senior (1790-1864) was of a type which 
became more common after his time: that of the economist who 
takes an important advisory part in the aflairs of government. 
He was twice Professor of Political Economy at Oxford (once as 
the first holder of the Drummond Chair in 1825-30 and again 
in 1847-52) and, for a short time. Professor at King’s College, 
London. Most of the rest of his life was occupied with the study 
of many social and economic questions as a member of govern- 
ment commissions and in other ways. His theoretical views were, 
therefore, developed in close contact with his experience of 

^ M. Longfield, Lectures on Political Economy (1834), (London School of 
Economics Reprint, 1931), p. 193. 
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practical affairs and against the background of his political 
attitude. From the ample information about his work which is 
now available the clear impression results that Senior can claim 
to share with John Stuart Mill the distinction of having laid the 
foundation for the theoretical and political compromise which 
is the great legacy of neo-classical English economics. But while 
Senior may even claim priority, he was not only a much smaller 
and less influential figure than Mill, but his writings do not 
reflect so clearly the problems which the position of compromise 
involved. 

In regard to the theories of value and distribution, Senior 
endeavoured to reconcile Say and Ricardo. In what is the most 
complete statement of his theoretical work, An Outline of the 
Science of Political Economy (first published in 1836 as an article in 
the Encyclopaedia Metropolitana) , he defines wealth as everything 
which is susceptible of exchange or which possesses value. Three 
qualities arc necessary to this end: transferability, relative 
scarcity, and utility. The last is defined in the wide sense, already 
common at that time, as the power to give gratification of any 
kind. It is an indispensable constituent of value; but as it is 
modified by innumerable causes Senior implies that relative 
scarcity is, in practice, the most important determinant of value. 
This limitation of supply is purely relative: that is in comparison 
with want. Transferability means that the utility of the good in 
question can be appropriated permanently or for a time. The 
inclusion of this quality aims at destroying the material criterion 
which was a legacy from Adam Smith. ^ 

This preliminary account of the determinants of value (and of 
wealth) is noteworthy for the inclusion of a reference to diminish- 
ing utility which, although it is not as elaborate as that of some 
other forerunners of the doctrine, is quite explicit. ‘Our desires’, 
said Senior, ‘do not aim so much at quantity as at diversity. Not 
only are there limits to the pleasure which commodities of any 
given class can afford, but the pleasure diminishes in a rapidly 
increasing ratio long before those limits are reached. Two articles 
of the same kind will seldom afford twice the pleasure of one 
and still less will ten give five times the pleasure of two. In pro- 
portion, therefore, as any article is abundant, the number of 

^ N. W. Senior, An Outline of the Science of Political Economy (1836; offprint 
trom Encyclopaedia MetropoHtana), pp. 131-2. 
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those who are provided with it, and do not wish, or wish but 
little, to increase their provision, is likely to be great; and so far 
as they are concerned, the additional supply loses all, or nearly 
all, its utility.’^ 

In the more detailed examination of value, utility is not expli- 
citly given a prominent position. This no doubt accounts for the 
fact that Senior’s theory has generally been regarded as an 
extension of the cost-of-production theory into which^ the post- 
Ricardians had transformed the labour theory. Under! the head- 
ing of 'Value’ Senior docs little more than state thei^t relative 
utility and relative scarcity will determine the ratio in \Vhich one 
commodity will exchange for another. It is only under ‘Distribu- 
tion’ that he analyses the determination of price — as he by then 
calls it- more closely. He points out that ‘comparative limita- 
tion of supply . . . though not sufficient to constitute value, is by 
far its most important clement; utility, or, in other words, 
demand, being mainly dependent on it.’ Supply is affected by 
three instruments of production: ‘human Labour and Absti- 
nence and the spontaneous agency of nature.’ Senior takes this 
classification as a basic datum before proceeding to examine 
‘the obstacles which limit the supply of all that is produced, and 
the mode in which those olxstacles affect the reciprocal values of 
the different subjects of exchange’.^ 

This examination turns entirely on the relation between cost 
and price. In it Senior did two things with the theory ofveduc as 
he found it. In the first place, he eliminated Ricardo’s excep- 
tions from the labour theory of value by rejecting the idea that 
the labour embodied in a commodity was the source and 
measure of its value; and he adopted a definition of cost of 
production which admitted the productivity of capital under 
the term ‘abstinence’. This represents an attempted solution 
of the post-Ricardian dilemma of explaining profits while pre- 
serving the labour theory. In the second place, Senior limited 
the inlluence of cost of production, even as he had defined it, 
and stressed the influence of demand or utility. This second line 
of thought represents the influence of Say and of other utility 
theorists. 

Senior begins by stating that ‘the obstacle to the supply of 

^ N. W. Senior, An Outline of the Science of Political Economy^ p. 133* 

2 ibid., p. 168. 
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those commodities which are produced by labour and absti- 
nence, with that assistance only from nature which every one 
can command, consists solely in the difficulty of finding persons 
ready to submit to the labour and abstinence necessary to their 
production. In other words, their supply is limited by their cost 
of production.’^ The latter is defined as ‘the sum of the labour 
and abstinence necessary to production’.*^ The inclusion of 
abstinence aimed at overcoming the difficulty of James Mill, 
McCulloch, Torrens, and others who did not know how to make 
profits a part of the value of commodities. It avoided Mill’s 
absurdity in the wine-in-the-cellar case which made time 
ccjuivalcrit to labour; and while it avoided the inclusion of 
profits as such, it added ‘that conduct which is repaid by 
profits’,^ that is, something which Senior clearly meant to 
l)c of the sinne quality as the exertion which was termed 
labour. 

but this cost of production determined price only in the case 
of those commodities in the production of which, as stated above, 
the assistance from nature is one ‘which every one can com- 
mand’; in other words, in which the factors of production are 
freely accessible to all, in which, therefore, there is free competi- 
tion. But even in these conditions cost of production is only ‘the 
regulator of price’, because in actual fact the adjustment of 
supply which brings about equality of cost and price takes some 
tiuu’. 

In other situations which were monopolistic, the importance 
of cost of production was even smaller. Senior distinguished 
four such cases of monopoly. In the first, ‘the monopolist has not 
the exclusive power of producing, but only certain exclusive 
facilities as a producer, and can increase, with undiminished, or 
even increased facility, the amount of his produce’.^ Here the 
power of the monopolist (the owner of a patent, for example) is 
limited. He cannot charge a price higher than the cost of pro- 
duction that would be incurred by those who do not possess his 
special facility. On the other hand, since he will probably have 
economies of large-scale production, his price will tend to fall 
in order to stimulate a wider demand. Although he will still 

^ N. W. Senior, An Outline of the Science of Political Economy, p. i6q. 

^ ibid., ch. XX, p. 171. ® ibid., p. 170. 

^ ibid. 
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make a large profit, his own interest and that of the public will 
coincide.^ 

In the second case the monopolist is in complete control of the 
output j but the size of that output cannot be varied. Cost of 
production must still form a lower limit to price. But there is no 
upper limit: price will be determined by demand. The third 
case is intermediate between the two. The monopolist ‘is the 
only producer, but, by the application of additional labour and 
abstinence, can indefinitely increase his production’. Here there 
is again no upper limit; but otherwise the conditions; will be 
those of the first case. ^ 

Finally, there is the situation in which ‘ the monopolist is not 
the only producer, but has peculiar facilities which diminish and 
ultimately disappear as he increases the amount of his produce’.*^ 
This is a situation in which a factor of production of varying 
quality is used and in which returns diminish. It applies par- 
ticularly to land; and it gives rise to rent. Senior calls this case 
one of ‘unequal competition’. Price ‘has a constant tendency to 
coincide with the cost of production of that portion which is 
continued to be produced at the greatest expense’."^ Those who 
produce at a lower cost will reap an additional profit. 

So far Senior’s theory of value is only a consistent develop- 
ment of an already existing tendency. It is a supply-and-demand 
theory, and cost of production is assigned its place in the deter- 
mination of supply. On the face of it, the influence of utility is 
not very marked. Demand is taken for granted and no attempt 
is made to go into the causes that determine it. There is not the 
approach that characterizes the writings of the contemporaneous 
German economists or even of Longfield and Lloyd. The method 
is that of Bailey, that is, a conscious development on a Ricardian 
basis but away from Ricardian difficulties. 

In his discussion of distribution Senior shows a little more 
clearly the influence of the subjectivist current. The derivation 
of the value of the factors from the value of their products was 
more in the tradition of Say and the Germans. With regard to 
rent, Senior admitted in the first place that rent would exist so 
long as a scarce factor of production (for example land) was 

1 N. W. Senior, An Outline of the Science of Political Economy, p. 1 72. 

* ibid . * ibid., p. 1 75. 

* ibid., p. 1 76. 
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used, even if every portion of it was equally productive.^ 
In the second place — consistently with this view of rent — 
he extended the application of the concept to factors of pro- 
duction other than land, for example fixed capital and natural 
talents.^ 

His treatment of wages is somewhat obscure. He did not 
develop a cost-of-production theory of wages, presumably 
because in this connection the break with the labour theory of 
value would have appeared less striking — and he excluded 
population almost entirely from his analysis of wages. On the 
whole, he seems to have inclined to a productivity theory — in 
harmony with the approach of Say and l.ongfield; but he cast 
it in the form of the wage-fund doctrine which remained a some- 
what troublesome feature of economic theory for some time. 
The notion that there w^as a fund designed to be laid out in 
wages was not new but had been used by Smith and Ricardo. 
Senior stated the perfectly obvious proposition that, on the 
average, the real wages obtained by the worker during a year 
must be the ratio between the amount of commodities set aside 
during that year for the maintenance of the working population 
and the size of that population.-'* This, however, he described as 
the proximate cause of wages; the fund set aside for wages had 
to be determined next. Senior did not get very far with this 
problem, but he did indicate the elements of a solution. The 
first was the productivity of labour, the determinants of which 
he analysed at some length.^ The second (which Senior compli- 
cated by the addition of others) was the relation of wages and 
profits.® In other words, Senior made the theory of wages abut 
on the theory of capital. 

The striking feature of Senior’s theory was the admission of 
the productivity of capital and the introduction of the term 
abstinence. The latter he defined as ‘ that agent, distinct from 
labour and the agency of nature, the concurrence of which is 
necessary to capital, and which stands in the same relation to 
profit as labour docs to wages’.® 

^ N. W. Senior, An Outline of the Science of Political Economy, p. 1 78. 

* E.g. ibid., pp. 166-7; Bowley, Nassau Senior and Classical 

Economics, part i, ch. iii. 

® N. W, Senior, An Outline of the Science of Political Economy, p. 193. 

* ibid., pp. 201-4. * ibid., p. 206. • ibid., p. 153. 
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although those who wish to do so may see in some of his remarks 
the beginnings of a theory of time-preference, which was later to 
be developed by the Austrians.^ But he examined at somewhat 
greater length the cause at the back of the demand for capital, 
namely, its ability to make labour more productive. The account 
of the place of capital goods (for the creation of which abstinence 
was an indispensable agent) in the process of production- can 
justly be regarded as a forerunner of the Austrian theory of 
roundabout production.Whcn read in the light of his ‘treatment 
of capital, Senior’s statement of the wage-fund doctrine is also 
seen to be more akin to its more sophisticated modem versions 
than to the truism wliich was found inadequate by later 
economists. 

The question as to the weight to be assigned to the different 
ingredients which went to make up Senior’s economic theory is 
futile, and in a sense based on a misconception. The traditional 
view expressed, for example, by Cannan and Bohm-Bawerk,^ 
regards Senior’s contributions as mere emendations of Ricar- 
dianism still based on a ‘real cost’ concept, which had become 
more elaborate than that expressed in the labour theory of 
value. Senior’s latest intcrj)reter is at ])ains to show that li(‘ 
had moved farthe^r away from Ricardo than has hitherto been 
admitted, and that he was working towards a formal equili- 
brium theory — with a strong subjective element — of tlie modern 
kind.^ Both views contain elements of trutli. The discussion 
of cost of production, for example, with tlic introduction of 
the concept of abstinence, and the analysis of rent bear the 
obvious marks of the post-Ricardian controversies between 
Bailey, Malthus, Torrens, Mill, and McCulloch. On the other 
hand, it is true to say that Senior’s theory of capital amounts ‘to 
saying that the equilibrium rate of profits, or interest, is deter- 
mined by the equalization of demand, depending on the pro- 
ductivity of capital, and supply at a level just sufficient to pay for 

^ N. W. Senior, An Outline of the Science of Political Economy , pp. 153, db* 
Miss Bowloy {Nassau Senior and Classical Economics, pp. 148 sqq.) admits that 
Senior did not really develop a vlmt-disagio theory of the supjdy of capital, 
but she claims that he was on the way to doing so. ^ ibid., pp. 1 53 sqq. 

® E. Cannan, Theories of Production and Distribution (1924), pp. 213-4; and 
A Review of Economic Theory (1929), p. 187. E. V. Bohm-Bawerk, Capital and 
Interest (1922), Book IV, ch. ii. 

* M. Bowley, Nassau Senior and Classical Economics^ particularly section i, 
chs. ii and iv. 
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the sacrifice involved in saving’; a theory which is siir” ir to that 
of Marshall/ 

But there need be no quarrel between the two interpietations. 
What is important is not whether Senior was closer to the Con- 
tinental school or to the English post-Ricardians, but how far he 
had moved from Ricardo himself. Senior’s predecessors in 
England, no less than the Continental authors, had effectively 
broken with Ricardo before Senior added his contribution. 
They did so in somewhat different ways, though these ways 
ultimately coalesced (a coalescence which is already obvious in 
Senior); but characteristic of both ways is the abandonment of 
the search for an objective ‘real-cost’ concept. The one school 
did it by stressing utility and by deriving from it the notion of 
productive services; the other by developing a cost-of-produc- 
tion theory in which the productivity of capital is admitted. And 
once it liad done that, it is only natural that it should have incor- 
porated the utility approach. The purpose is the same: to avoid 
the concept of ‘real-cost’ and of the ‘surplus’; in relation to 
which the labour, or any other real-cost theory of value alone 
has significance. True, the cost-of-production theory in Senior’s 
formulation still contains a ‘real cost’ (with abstinence now 
allied to labour); but this is quite different from Ricardo’s 
doctrine, because it is now made subjective. In this, and as we 
shall see, in later English versions of the same theory, the in- 
clusion of profit and interest in cost of production and of its 
source (under some name or other) in the factors creative of 
value, destroys the basis of the ‘real-cost’ theory of value. 

In this change may be seen a reflection of the greater degree of 
development of industrial capitalism. The main factor was no 
longer hostility from the landowners (hence Senior’s generaliza- 
tion of rent, as against Ricardo’s treatment of it as a very special 
form of income) . 'Ehe effect of the new doctrines was to make cap- 
ital as legitimate a source of income as labour; and whatever 
attenuations Senior’s ‘abstinence’ suffered at the hands of later 
economists, he clearly meant the term to carry a certain moral 
significance. With the acceptance of his theory the debate was 
nioved from the ground of class conflict to that of justice. The 
question was now what should be the proportionate shares of 
the product of industry that became profits and wages. Mon- 
^ M. Bowley, Nassau Senior and Classical Economics, p. 103. 

349 



THE TRANSITION 


opoly and avoidable exploitation rather than the system as such 
became the objects that the working class might justly attack. 
In this development may be seen, on the one hand, the new 
status of both the capitalist and the labourer (and their opposing 
interests); on the other, a greater generalization of the theory 
itself, of which the full flower appears some decades later. 

It is not surprising that economic policy should have become 
an important field of discussion. With the economic order 
taken for granted, attention was concentrated on thd problem 
of making capitalism work smoothly. Senior’s writings show 
clearly that the concern with this problem was inipreasing. 
It now seems that, on the general question of the scope of 
government action, he held less rigid views than was at one 
time supposed. On the allied question of the scope of economics, 
his views seem to have fluctuated largely in accordance with his 
own experience of specific problems of policy. 

It has been shown^ that Senior was not an uncompromis- 
ing advocate of laisser faire. In his earliest statements he 
limited the sphere of government action to the traditional 
‘police’ duties. But he soon found — significantly, as the result 
of dealing with social problems of the more backward economy 
of Ireland — that distress might exist in spite of the tendency of 
the economic process to create an output and a distribution in 
accordance with the workers’ own exertion and foresight. Such 
distress was properly a matter for government action. It was not 
only a right, but even ‘the imperious duty of Government’ to 
alleviate it. But an overriding consideration for all social services 
was the maintenance of ‘industry, forethought, and charity’." 
In one place, Senior went so far as to advocate the advance of 
public money ‘ to facilitate emigration, and for the formation of 
roads, canals, and harbours’, together with measures designed 
to rid Ireland of feudal survivals.^ The public works were 
intended to raise the productivity- of Irish labour and so to 
obviate the necessity for the introduction of poor relief. But it is 
an interesting fact that these measures were suggested lor 
Ireland, and that Senior never made similar suggestions for 
England. They should, therefore, perhaps not be regarded as 

' M. Bowlcy, Nassau Senior and Classical Economics, section ii, ch. i. 

• N. W. Senior, Letter to Lord Hoivick on a legal provision for the Irish Poor 
(1831), pp. 11-12. ^ ibid., pp. 45“"6. 
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conclusive evidence of Senior’s departure from the liberal path.^ 
There were many English social problems on which Senior 
advised either as a member of government commissions or in a 
private capacity. The three best-known instances arc the Poor 
Law Reform of 1834, the discussion of the Factory Act in 1837, 
and the inquiry into the condition of the hand-loom weavers in 
1841. It is not necessary to go into the details of Senior’s argu- 
ments in all these cases. He did not always appear as a doctrin- 
aire upholder of non-interventionism. In fact, one may readily 
grant that he was prepared to advocate government action so 
long as he did not regard it as interfering unduly with the free 
working of economic laws. He opposed the Factory Act with the 
notorious argument (bitterly attacked by Marx^) that the last 
two hours of the day’s labour alone constituted the capitalist’s 
profit. Instead of a limitation of the hours of labour to ten 
(which would have injured the industrialist), he suggested the 
improvement of housing conditions (the burden being placed 
on the landlord). 

The Report of the Commission on the Condition of Hand-loom 
Weavers (1841) is not very dogmatic. It accepts, however, the 
relative decline in the demand for the products of the hand- 
loom weavers as a consequence of competition, and it resigns 
itself to the doctrine of the impotence of the state to prevent it. 
Education, the prohibition of trade unions, limitation on entry 
into different trades, better housing (again at the expense of 
landlord and builder), and the abolition of some import duties 
which raised the cost of living, were advocated as palliatives. 

On the Poor Law, Senior’s views were perhaps more definitely 
coloured by the radical belief in the virtues of free competition. 
1 le did nevertheless agree with the necessity of relieving the able- 
bodied poor, provided that a system of administration could be 
devised which would avoid the evils of the old Poor Law and 
would not interfere with the free labour market. The principle 
of ‘less eligibility’ and the workhouse test represented the com- 
promise between the anxiety not to hamper competition and the 
necessity to relieve destitution. 

Altogether, Senior appears to have been more ready to com- 

^ M. Bowlcy, Nassau Senior and Classical Economics^ pp. 247-8. 

Marx, Das Kapital, vol. i, pp. 185 sqq. Theorien iiber den Mehrwert, vol. 
id, p. 566. 

351 



THE TRANSITION 


promise than has generally been believed. But although this 
readiness was due to the absence of a dogmatic faith in non- 
intervention as a principle of politics, it was not the result of any 
clearly thought-out theory of the relation between economic 
theory and policy. It has been shown that Senior’s views on this 
relation fluctuated.^ His earliest position was the traditional one 
which recognized the existence of a science and an art of eco- 
nomics which were closely connected. But his experiences in 
practical affairs seem to have led to a much more fornial view of 
the results of theoretical inquiry. In the Political Economy (1836) 
the function of the economist was conceived as purely posit iv^c 
and analytical. The economist might not advise even though he 
was elucidating principles which the legislator and the states- 
man would probably have to take into account. The j^roblcms of 
human welfare are solved by reference to many other considera- 
tions besides, and even to the exclusion of, economic ones. 
Finally, during his second tenure of the Drummond Chair, 
Senior once again distinguished between the science of econo- 
mics and two economic arts concerned with a study of institu- 
tions and of the relation between wealth and welfare. Science 
and art were closely connected. But because the science was not 
yet perfected, one could speak on practical issues only on the 
basis of one’s own interpretation of the conclusions of the science. 
And in any case, decisions are made by men not qua economists, 
but qua statesmen. 

This general attitude, though indeterminate, was well suited 
to the practical issues on which Senior and other economists 
were then being asked to advise. The attack on certain pheno- 
mena of capitalism and on capitalism itself, particularly from 
the working class, was already powerful enough to make it im- 
possible for the defenders of the system to resort to a priori non- 
interventionism. The view outlined by Senior gave the defence a 
chance to make the best of any individual case. That this best 
was conceived in terms, not fundamentally different in aim 
from the earlier, more intransigent, laisser faire, is demonstrated 
clearly by Senior’s conclusions in individual instances. And 
nothing throws more light on his general attitude than his 
violent opposition to trade unionism ^ 

^M. Bowley, Nassau Senior and Classical Economics^ section i, ch. i and section 11. 

* Sidney and Beatrice Webb, History of Trade Unionism (192G), pp. i39""4^‘ 
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Mill 

Political Philosophy, No writer was ever more carefully 
trained to carry on a tradition than was John Stuart Mill 
(1806-73). He was intended to be an uncompromising exponent 
of pure classical economic theory and of liberal philosophy. 
To-day, we can see more clearly that his summing up of the 
economic and political discussions of half a century was neces- 
sary to complete the process of disintegration of doctrines which 
changing economic conditions had made inadequate. Estimates 
ofMiirs position have tended to two extremes. To many genera- 
tions of students, his Principles were the undisputed biblc of eco- 
nomic doctrine. JThey represented the final synthesis of classical 
theory and of the refinements introduced by post-Ricardian 
writers. They were comprehensive, systematic; and, with few 
exceptions, they presented their theorems without pugnacity 
which strengthened the impression of assurance and of un- 
questioned authority. 

I’hat authority rested, in part, on the belief that in Mill 
Ricardianism had found its most complete elaboration. More 
recently, however, Mill has been seen to stand half-way in the 
evolution of economic analysis away from Ricardo’s doctrines. 
In relation to what finally emerged, he can hardly be con- 
sidered to have been pre-eminent among the pioneers. The rise 
of the marginal school in the last quarter of the century 
dislodged Mill. From being an indispensable text-book, the 
Principles became an object of largely historical interest. 
Mill’s part in laying the foundations of the new economics was 
regarded as comparatively insignificant, and his usefulness to 
modern students as almost negligible. From the point of view 
of' the history of economic theory, interest moved away from 
Mill to earlier and more obscure writers. 

This change of judgment was reinforced by consideration of 
Mill’s position in the development of political philosophy. His 
economic theoiy lacks the logical rigour and his social philoso- 
phy the unflinching consistency which are the outstanding 
characteristics of the ‘system-builders’. To opponents of govern- 
i^ent intervention, to believers in pure Benthamism, Mill’s 
abandonment of doctrinaire laisser faire was not only an act 
of apostasy, but it diminished also his significance as a repre- 
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sentative of early nineteenth-century liberalism. And to rigorous 
opponents o^laisser Jaire Mill’s compromise seemed too weak to 
be satisfactory. 

But although he was not original as an economist, and 
although he did not leave behind one of the great systems of 
political philosophy, Mill is not to be dismissed as unimportant, 
as was the tendency during the ascendancy of the marginalist 
school. His significance lies precisely in the fact that he was able 
to make eclecticism in theory and compromise in ‘politics inti) 
something like a generally accepted system of\ impressive 
quality. His greatest influence was admittedly temporary. But 
the approach of Mill, both to pure economics and t6 the prob- 
lems of policy, became a characteristic of the academic Englisli 
tradition. Mill remains symbolical of eclecticism and com- 
promise. He, more than any other English economist, reflects 
the time in which early competitive capitalism — accompanied 
by English leadership in world markets — attained its zenith. 
But he also reflects the fact that new problems were clamourin;^ 
for notice. In particular, his work can only be understood 
against the background of the increasing challenge of socialism. 

In his Autobiography Mill describes the amazing process of edu- 
cation to which he was subjected by his father. It is clear from it 
that the son was meant to carry on the joint tradition of Ricar- 
dian economic theory in the form in which it appeared in the 
elder Mill’s Elements^ and the utilitarian social philosophy of 
which Bentham was the greatest exponent. But in the course of 
his experience of the world — shaken as it was by Chartism, trade 
unionism, and the spreading attack of socialist tlieory — he soon 
found himself face to face with the dilemma of the radical and 
the conservative interpretations of economic liberalism. Mill 
became aware of the necessity of choosing between them, mainly 
in the realm of political theory and practice. He describes the 
mental crisis which accompanied his emancipation from the 
rigours of the Benthamite view of self-interest as the main 
motive of human conduct, with its corollary of the eternal search 
for individual happiness.^ Through the influence both of the 
romantic and the socialist critics of utilitarianism, he acquired 
regard for the historical approach, an appreciation of the com- 
plexity of social phenomena, and a doubt about the unfailing 

^ J. S. Mill, Autobiography (1873), ch. v. 
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beneficence of the free play of the forces of self-interest. Although 
he never abandoned the harmony theory of utilitarianism, or 
a general belief in the superiority of competitive capitalism 
over other economic systems, he was, from that time, prepared to 
consider and advocate reforms of existing institutions, even if 
these involved government interference with private interests. 

In his essay on Bentham (written in 1838) he gives an interpre- 
tation which begins by stressing the revolutionary implication of 
Bentham’s scepticism. He calls him ‘the great subversive, or, in 
the language of Continental philosophers, the great critical 
thinker of his age and country’.^ But he goes on to reject 
Bentham’s picture of human nature. He regards as too narrow 
Bentham’s belief that human beings are actuated in their con- 
duct by nothing more than ‘either self-love or love or hatred 
towards other sentient beings’.^ He charges Bentham with the 
neglect of motives which involve the search for perfection, 
honour and other ends entirely for their own sakes. He con- 
cludes, therefore, that Bentham’s philosophy can only ‘ teach the 
means of organizing and regulating the merely business part of 
the social arrangements’.^ But Mill thought that with all his 
greatness in this respect — a greatness particularly evident in his 
continual exposure of self-interest behind the more pretentious 
guises in which it often presented itself — Bentham was not cap- 
able of showing how the means for regulating the material side 
of life might best be adapted to the task of improving the national 
character. 

This criticism of Bentham was inspired to a large extent by 
Mill’s regard for Coleridge, the other of ‘ the two great seminal 
minds of England of their age’.^ Mill admired what the 
romantic school achieved when it was — as in the hands of 
Coleridge — not a partisan movement but a philosophy. He 
found in it the beginnings of a philosophy of history — the only 
form in which he thought a philosophy of society was pos- 
sible — a just emphasis on education, a feeling of loyalty and 
national cohesion. He regarded conservative philosophy as an 
essential adjunct to reform. It should, he felt, provide an acid 
test for every reform proposal by elucidating the good purposes 

^ J . S. Mill, ‘ Bentham ’ in Dissertations and Disquisitions ( 1 867), vol. i, p. 334. 
jhid., p. 354. 3 ibid., p. 366. 

*ibid., p. 331. 
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for which existing institutions were first intended. ‘ What mode’, 
he argued, ‘is there of determining whether a thing is fit to exist, 
without first considering what purposes it exists for, and whether 
it be still capable of fulfilling them?’^ Mill saw in Coleridge’s 
conservatism a powerful critical weapon. It pronounced, he 
thought, the severest satire upon existing evils, and it was more 
akin in aim to the reform movement than to the political 
Toryism to which it was thought to belong. 

Mill agreed also with Coleridge’s strictures on thelprinciple of 
laisser faire. The 'let-alone doctrine, or the theory tl^at govern- 
ments can do no better than to do nothing’, he considered to be 
due to the ‘manifest selfishness and incompetence 'of modern 
European governments’. As a general theory, however, he 
thought that ‘one-half of it is true, and the other half false’.- He 
was still sceptical of the beneficence of government intervention 
when it attempted ‘to chain up the free agency of individuals’. 
But he agreed with Coleridge that, having fulfilled its police 
duties, government could do much directly and indirectly to help 
to improve the material well-being of the people, and to ensure 
that the faculties essential to their moral existence were fully 
developed.^ 

Mill also approved of Coleridge’s objection to the commercial- 
ization of landed property. Mill believed that ownership of land 
was in the nature of a trust; that it gave a great power to the 
owner, which it was the duty of the state to control. Whether in 
this, as in other matters. Mill was right in claiming the 
authority of Coleridge, is doubtful. Possibly Coleridge would 
have disliked as much to be associated with utilitarianism as 
with political Toryism. It is significant that Mill picked out from 
conservative doctrine those elements which could be interpreted 
as critical of existing practices and which did at the same time 
allow for government action in appropriate cases. There is no 
doubt that Mill did not accept any of the possible reactionary 
implications of Coleridge’s theories. He never allowed romantic 
illusion to invade the citadel of industrial capitalism — its eco- 
nomic theory. ‘In political economy especially,’ he said of 
Coleridge, ‘he writes like an arrant driveller, and it would have 

^ J. S. Mill, ‘Coleridge’ in Dissertations and Disquisitions, p. 438. 

» ibid., pp. 453* 4. ® ibid., pp. 454~5- 
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been well for his reputation had he never meddled with the 
subject.’^ 

Another influence on Mill, similar to that of Coleridge, was 
that of Comte, the founder of positivism. Although he was a 
disciple of Saint-Simon, Comte was strongly influenced by the 
romantic reaction to the practical revolutionary results of 
eighteenth-century philosophy. Reform had, he thought, over- 
shot the mark. He too wanted to reform human society entirely, 
but he took over from the romantics tlie dislike of extreme 
individualism and the respect for authority; instead of medieval 
theology, however, positive science was to be enthroned as the 
guiding force. We are not concerned here with the details and 
often fantastic practical consequences of Comte’s philosophy. 
But it is clear that its apparent mixture of rationalism and 
romanticism was likely to impress Mill at a lime w'hen he was 
becoming dissatisfied with Benthamism. Comte’s philosophy led 
directly to the desire for a new general science of society, and 
this involved the establishment of a philosophy of history: with 
both aims Mill sympathized. 

Mill’s departure from Benthamism was, however, only partly 
due to the romantic and pseudo-traditionalist influences of 
Coleridge and Comte. Mill knew the early English and French 
socialists and seems to have been impressed by their attacks 
on the evils of early capitalism. His discussion in the Prin- 
ciples of their critique of property is generally sympathetic. In 
the second edition of this work he pointed out that ‘attacks on 
the institution of property’ would continue ‘until the laws of 
property are freed from whatever portion of injustice they con- 
tain ’.2 In all his discussions of problems of social policy, he 
takes from the natural law philosophy, which is his background, 
its potentially radical element. But he makes a criticism 
of institutions (also made by the early socialists) compatible with 
the principle of freedom derived from utilitarianism and natural 
law. The result is a combination of liberal principles with social 
reform. Before we attempt to trace the consequences of this atti- 
tude in his economic doctrines it is worth looking a little more 
closely at its theoretical and practical results in Mill’s political 
outlook, 

^ J* S. Mill, ‘Coleridge' in Dissertations and Disquisitions, p. 452. 

J* S, Mill, Principles of Political Economy (ed. Ashley, 1923), p. 203. 
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In the first place, Mill did not give up the general principles 
of individual liberty and free competition which he had learnt 
from his father. His most explicit theoretical statement is that 
contained in his essay On Liberty (1859). The absolute principle 
that should govern the relations between society and its indivi- 
dual members is here stated in strongly liberal terms. ‘That 
principle is, that the sole end for which mankind are warranted, 
individually or collectively, in interfering with the liberty of 
action of any of their number, is self-protection. Tfiat the only 
purpose for which power can be rightfully exercise^ over any 
member of a civilized community, against his will, is' to prevent 
harm to others. His own good, either physical or moral, is not a 
sufficient warrant.’^ But Mill’s attitude on practical issues was 
not really determined by the principle contained in this declar- 
ation. He excepted certain matters from his general rule of 
non-interference. He regarded children, for example, as incap- 
able of judging of their own best interests; education and legis- 
lation relating to the employment of children were, therefore, 
proper matters for government action. Other problems, like 
prostitution, which concerned adults, were also excepted; 
though clearly there was a possible conflict here between th(‘ 
utilitarian maxim of the supremacy of individual judgment 
and conventional ideas of right and wrong, useful and harm- 
ful. 

In economic matters the principle stated in On Liberty was 
even more difficult to maintain consistently with Mill’s desire 
for reform born of a sympathy with the weak and exploited. 
Logically, Mill’s theoretical position was that no exceptions 
whatever to the rule of unfettered individual liberty should be 
allowed. But this led him into difficulties when he tried to recon- 
cile it with his df^sire to justify certain restrictions of competition. 
Mill’s attitude to trade unions is an outstanding example. 
Earlier utilitarians had opposed tiie combination laws because 
they did not regard state restriction of the right to form trade 
unions as necessary. Mill sought to strengthen his defence ol 
trade unions not by denying their possible monopoly effects, but 
by an appeal to the principle o{ laisser faire itself. To prevent the 
formation of corporate unions was, he thought, to interfere with 

^ J. S. Mill, On Liberty (ed. Fawcett, World’s Classics, 1924), p. i 5 - 
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a right obviously included in the general rule of freedom of 
contract.^ 

This piece of casuistry was made inevitable by the inconsis- 
tency of Mill’s general attitude on laisser faire. Alill’s inconsis- 
tency is further illustrated by his defence of the state support for 
one type of voluntary association which aimed at altering the 
terms of contract which would result in a free market. Among 
the exceptions to the laisser faire rule which he enumerates in the 
Principles there is the celebrated case of the reduction of hours of 
labour. If, says Mill, the labourers wanted to reduce hours from 
ten to nine (and if such reduction did not materially alter their 
earnings), it is not possible for the reduction to be adopted, 
unless the labourers combine in order to enforce it. If a volun- 
tary association could be sure of adequate power, all would be 
well. But it is very likely that in the circumstances assumed no 
voluntary association could succeed in binding the great majority 
of the labourers concerned. The only remedy, therefore, is to 
enforce the reduction in hours by legislation.^ 

In truth, Mill’s theoretical vacillations show his search for a 
theory which would enable him to keep the laisser faire principle 
and make just those exceptions which he himself regarded as de- 
sirable. For Mill had an emotional sympathy with the growing 
working-class movement which made him anxious to make con- 
cessions. He often spoke of socialism with respect. Tt is not to be 
expected’, he said, ‘that the division of the human race into two 
hereditary classes, employers and employed, can be permanently 
maintained.’^ ‘There can belittle doubt . . . that the relation 
of masters and workpeople will be gradually superseded by part- 
nership in one of two forms: in some cases, association of the 
labourers with the capitalist; in others, and perhaps finally in 
all, association of labourers among themselves.’^ Again, in his 
celebrated discussion of communism, he did not hesitate to say 
that if ‘ the choice were to be made between Communism with 
all its chances, and the present [1852] state of society with all its 
sufferings and injustices; if the institution of private property 
necessarily carried with it as a consequence, that the produce of 
labour should be apportioned as we now sec it, almost in an 
inverse ratio to the labour ... if this or Communism were the 

* J. S. Mill, Principles, pp. 933-9. * ibid., pp. 963-5. 

® ibid., p. 761. *' ibid., p. 764. 
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alternative, all the difficulties, great or small, of Communism 
would be but as dust in the balance/^ 

But against these and similar statements which appear to 
favour socialism, must be set many others which show that, funda- 
mentally, Mill remained faithful to a generally liberal economy. 
He tempered his remarks on the probability of a future collectiv- 
ist system with disquisitions on the desirability of the capitalists 
treating their workpeople fairly — in their own interests as well 
as in those of the workers. He did not fail to stress hjs hostility to 
one of the socialists’ central doctrines: ‘ I utterly dissent from the 
most conspicuous and vehement part of their teaching, their 
declamations against competition. Nor must it be forgotten 
that he urged that communism should be compared not with 
the existing unrcgencrate state of private property, but with a 
social order which contained only the best features of capitalism. 
In other words, he envisaged a state of society in which the exist- 
ing distribution of property, caused by past conquest and vio- 
lence, had been corrected, in which inequality of opportunil) 
had been reduced to a minimum, in which legislation was 
designed to favour the diffusion of wealth, in which there was 
universal education, and in which population was limited. In 
such a society ‘the principle of private property’ would be 
found ‘to have no necessary connection with the physical and 
social evils which almost all Socialist writers assume to be 
inseparable from it’.^ 

Mill was thus a radical and a social reformer: the first distin- 
guished liberal with ‘Fabian’ leanings. He maintained close 
contacts with the Chartists; and it was with the help of his 
working-class followers that he secured a seat in Parliament. He 
relied on restriction of inheritance, spread of co-operation, ex- 
tension of peasant proprietorship, education, and similar mea- 
sures to remove the evils of capitalism without sacrificing its 
basis. If Malthus was urging on the industrial capitalist conces- 
sions in favour of the landowning class, Mill was pleading for 
similar concessions to the labourers. In one sense, the appearance 
of his particular blend of political theory is a symptom of the 
strength which the working class had attained; it is also a 
reflection of the degree of economic development which made 

^J. S. Mill, Principles, p. 761. * ibid., p. 792. 

* ibid., p. 209. 
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it possible for concessions to be granted. Capitalism and political 
democracy in England was sufficiently advanced to allow the 
working class (though admittedly as a result of continual 
pressure) a rising standard of living and increasing political 
influence. It is significant that, as an important factor in social 
reform, this movement of which Mill is the syrrfl)ol began much 
earlier in England than elsewhere. Its equivalent in Germany 
for example, KathedersozidismuSy arose later; though when it 
arrived after the advance of German industrial capitalism it 
showed much resemblance to its English counterpart. 

Economics, It is difficult to trace in detail the same process 
of compromise in Mill’s economic theory. As a type. Mill’s im- 
portance lies more in the field of political thought. The main 
work of adapting classical economic doctrine had already been 
done before him. Senior, who was much less involved in political 
theory and practic.e than Mill, illustrates much better the trans- 
formation which Ricardianism was undergoing. One cannot find 
in Mill’s theory many propositions that have a direct relevance 
to his political difficulties. It is rather in a general eclecticism 
that his compromise is reflected. Nevertheless, some of his 
theorems, including the changes they underwent in the course of 
lime, show his appreciation of the need to provide an economics 
in harmony with his political philosophy. 

There are, in the first place. Mill’s ideas on the scope and 
method of the science. He was not ready to abandon the body of 
doctrine which he had inherited; but in deference to Comte’s 
striving for a comprehensive social science, he was ready to 
redefine the scope of abstract economics. He regarded political 
economy as only one department of the sociology which was still 
to be created. It was to be supplemented by ethology, the science 
of character, and political ethology — its application to the prob- 
lems of nations and epochs. He maintained that the method of 
the science was hypothetical; and in a celebrated passage in his 
first book on economic matters. Essays on Some Unsettled Questions 
in Political Economy (1844), he described the nature of the prin- 
cipal hypothesis which economics makes. This is the abstraction 
of the ‘economic man’. Political economy, he says, does not treat 
of the whole conduct of man in society. It is concerned with him 
solely as a being who desires to possess wealth, and who is cap- 
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able of judging of the comparative efficacy of means for obtain- 
ing that end. It predicts only such of the phenomena of the 
social state as take place in consequence of the pursuit of wealth. 
It makes entire abstraction of every other human passion or 
motive. . . . Political Economy considers mankind as occupied 
solely in acquiring and consuming wealth. . . . Not that any 
political economist was ever so absurd as to suppose that man- 
kind are really thus constituted, but because this is the mode in 
which science must necessarily proceed. . . . The political eco- 


nomist inquires, what are the actions which would be'^produced 
by this desire, if ... it were unimpeded by others.’^ i 

Mill himself did not keep to this rigid limitation. Indeed, he 
made it clear by the very sub-title of his main work that he was 
dealing with economics in a wider context. In 1848 he pub- 
lished his Principles of Political Economy with some of their applica- 
tions to Social Philosophy^ and in this work there are not only con- 
tinual references to factors which modify the working of the 
forces of competition, but also many discussions which use argu- 
ments of a normative character. One of its most interesting 
chapters is that on ‘Competition and Custom’ (Book II, chap- 
ter iv), in which competition is shown as a comparatively new 
social force, restricted in its operation by tradition. Indeed, it 
would appear that the rigid definition to be found in the earlier 
essay was used precisely for the purpose of allowing ethical con- 
siderations explicitly to be taken into account, even though this 
meant enlarging the study from one of political economy to one 
of social philosophy. 

Most characteristic of Mill’s political position is his attitude to 
the different branches of economic inquiry. Senior had already 
drawn a distinction between the quality of the laws of production 
and exchange and those of distribution. Mill emphasizes that 
distinction. ‘The laws and conditions of the Production of 
wealth partake of the character of physical truths. There is 
nothing optional or arbitrary in them. ... It is not so with the 
Distribution of Wealth. That is a matter of human institution 
solely. The things once there, mankind, individually or collec- 
tively, can do with them as they like. . . . The Distribution of 


^ J. S. Mill, Essays on 

pp. 137-40- 


Some Umettled Questions of Political Economy (i 874 )> 
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Wealth, therefore, depends on the laws and customs of society.’^ 
This proposition makes it possible for Mill to plead for the 
maintenance of free competition in the sphere of production and 
exchange, and to advocate reforms which would redistribute 
property and income. He did not see that distribution was closely 
connected with production and that interference with one in- 
volved interference with the other. 

^ The central propositions of Mill’s theory — those relating to 
value and to production — show his endeavour to prove them 
immutable laws of nature and to cast them in such terms that 
they have no connection with the laws of distribution. In the 
sphere of value, this again meant a weakening of the real cost 
analysis, since the classical real cost theory involved certain 
propositions with regard to matters that are generally treated 
under distribution. It led to some differentiation between factors 
of production and sources of income; and this was followed by 
the concept of the surplus. We find, therefore, that Mill adopts, 
without substantial modifications, the theory that was expound- 
ed by Senior. He accepts utility as an upper limit to value. He 
lejicats the theory of cost of production which includes ‘abstin- 
ence’, and he adds the capitalist’s risk as a further factor. He 
distinguishes between goods produced under constant returns 
and jierfcct competition (where cost and price tended to equal- 
ity) and different cases of monopoly (in which supply and 
demand determined market price). Though Mill still admitted 
a cost element into his theory, his emphasis was much more on 
the market phenomena of supply and demand. His attention 
was mainly directed to the working of competition in causing 
and smoothing out the differences between market values and 
natural value, which was either a monopoly value or one deter- 
mined by the cost of production. 

As for the cost element. Mill’s analysis is not consistent. He 
sometimes speaks of labour and abstinence in terms of a subjec- 
tive real cost theory; that is, he uses them to denote the actual 
amount of effort and abstinence embodied in the product. But 
more often he defines cost in terms of remuneration paid 
to labourers and suppliers of capital. This, of course, means 
approaching the problem from the angle of the entrepreneur; 
and in spite of vacillations Mill seems to have given a great 
^ J, S. Mill, Principles^ pp. 199-200. 
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impetus to this way of looking at cost. His confusion was 
particularly marked in his inclusion of permanent differences in 
wage rates or profits as factors which affect value. He saw that 
such cases did exist and that they had some influence on market 
price. But he did not realize that this made a considerable 
diflerence to the subjective real cost concept, because such 
differences in remuneration need clearly have no connection 
with the relative amount of effort and abstinence vyhich they 
called forth. Cairncs pointed this out, and included the problem 
in the theory of non-competing groups. 

Mill’s theoiy of production is noteworthy for its emj^hasis on 
the Malthusian theory of population and for the basis on which 
this theory is made to rest. In Mill, the connection between the 
theory of population and the law of diminishing returns is made 
complete. ‘It is the law of production from the land’, he said, 
‘that in any given state of agricultural skill and knowledge, by 
increasing the labour, the produce is not increased in the same 
degree.’ And this he regarded as ‘the most important proposi- 
tion in political economy’,^ From it the danger of over-popula- 
tion inevitably followed. Nature was niggardly; and even 
though every fresh moutli to feed brought two hands, these 
hands could not produce as much as the old ones. - Mill thought 
that in the populous and developed countries the danger of over- 
population was a serious one. And although unjust distribution 
might be responsible for making the evils of over-population felt 
early, and although these evils might be mitigated by emigra- 
tion and the free importation of food, the real hope of improve- 
ment for the masses of the people lay in restriction of numbers. 

This gloomy view was closely related to Mill’s acceptance of 
the wage-fund doctrine. The proposition that the average level 
of wages was determined by supply and demand was not new, 
but in his Principles Mill gave it a more complete formulation 
than it had previously had, and made it into the exclusive 
explanation of wages. From the point of view of the subsequent 
development of the productivity theory of wages and capital, 
Senior’s statement of the wage-fund doctrine was more advanced 
than Mill’s. The latter’s position is summarized in the following 
passage. ‘Wages, then, depend mainly upon the demand and 
supply of labour; or, as it is often expressed, on the proportion 
^J. S. Mill, Principles^ p. 177. * ibid., p. 191. 
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between population and capital. By population is here meant 
the number only of the labouring class, or rather of those who 
work for hire; and by capital only circulating and not even the 
whole of that, but the part which is expended in the direct 
purchase of labour. . . , Wages not only depend upon the rela- 
tive amount of capital and population, but cannot, under the 
rule of competition, be affected by anything else. Wages (mean- 
ing of course, the general rate) cannot rise, but by an increase of 
the aggregate funds employed in hiring labourers, or a diminu- 
tion in the number of tlie competitors for hire; nor fall, except, 
by a diminution of the funds devoted to paying labour, or by an 
increase in the number of the labourers to be paid.’^ 

Following Senior, Mill adds to this statement an analysis of 
the objections which might be made to it. But he does not 
examine in detail the causes which determine the size of the 
fund set aside for the payment of wages. The chief use to which 
Mill put this doctrine was to buttress the case for the limitation 
of numbers and to urge that the capitalists should devote an 
increasing proportion of their means in advances to labourers. 
It was this latter desire which led Mill to state, as corollaries of 
the wage-fund doctrine, the propositions that the portion of 
capital which is destined to the maintenance of labourers may 
be ‘indefinitely increased without creating an impossibility of 
finding employment ’,2 and that ‘demand for commodities is not 
demand for labour’.*^ 

But the wage-fund doctrine was generally used to show that 
attempts by the workers to raise their wages were futile; and 
this use made it incompatible with Mill’s support for reforms 
and for trade unionism. It is not surprising, therefore, that Mill 
should have abandoned the doctrine in later life. His famous 
recantation, contained in a review of a book by Thornton in the 
Fortnightly Review (May 1869), was undoubtedly dictated by a 
desire to oppose the idea that the efforts of trade unions were 
doomed to failure by the working of economic laws. He now said 
that although the amount to be spent on wages could not exceed 
‘ the aggregate means of the employing classes ’ and that it could 
not ‘come up to those means; for the employers have to main- 
tain themselves and their families’, the amount was not fixed. 

S. Mill, Principles^ pp. 343-4. ' ibid., p. 66 

ibid., p. 79. 
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The whole of the capitalist’s means was potentially capital (in 
the Ricardian sense of advances to labourers) ; and the amount 
that actually became capital depended on the capitalist’s per- 
sonal expenditure.^ 

But as later developments showed, this recantation was no 
more (and possibly less) satisfactory than the original position. 
For not only did Mill fail to analyse the factors behind the supply 
and demand of capital, he still clung to the notion of capital 
as ‘advances’ and did not distinguish between fixe4 and cir- 
culating capital. Nor did he pay attention to the differences 
between the money streams of saving and investing; and the 
streams of different types of production and consumption goods. 
When the wage-fund doctrine was later revived by Taussig and 
the Austrians these considerations were taken into account in 
elaborating a new version. 

In conclusion, a word may be said about Mill’s view of the 
future of society. On the whole, his dynamic follows that of 
Ricardo. But he added to it his famous chapter, ‘Of the 
Stationary State The increase of wealth, Mill thought, must 
sometime come to an end and society must enter upon a 
stationary condition. Improvements in technique, the law of 
diminishing returns, the accumulation of capital, and the work- 
ing of competition combine to produce declining profits, rising 
rents, and, if population is restrained from rising unduly, an 
improvement in the condition of the working classes. But 
although advances in technique and the export of capital might 
ensure a continuance of progress even in highly developed 
countries, the arrival of the stationary state cannot ultimately 
be postponed. Mill looks complacently upon this state of blissful 
equilibrium, in which the competitive struggle has disappeared, 
in which wealth is more evenly divided as the result both of 
individual prudence and frugality and of legislation. But this 
vision serves again as an argument for the desirability of restrict- 
ing population here and now. 

Mill’s search for a compromise in the field of economic 
theory was less successful than in the field of social philosophy 
and public policy. It left far too many logical inconsistencies to 
serve as an adequate complement to the philosophy of com- 
promise and steady reform. But in spite of his analytical short- 

^ J. S. Mill, Principles, pp. 992-3. * ibid., pp. 746-51. 
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comings, Mill left an extremely valuable legacy in his con- 
sistent attempt to combine analysis with policy conclusions: 
indeed to make the former subservient instruments of the latter. 
To this day, this has remained the oustanding feature of 
economic thought in the English-speaking countries. And while 
it may have given that thought the flavour of eclecticism, lack- 
ing in more rigorous logical systems, it has also saved it from a 
doctrinaire spirit and has infused it with a strong practical con- 
cern for human welfare combined with a spirit of tolerance, both 
of which have stood it in very good stead. 
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Modern Economics 

The Quality of Modern Economies 

Ti ](■ suhjrct-mattcr of this chapter is the immediate past of 
prescjii-day economii' thought. W'c limit ourselves to the body 
of doctrines which was developed in the last few decades of the 
Iasi, and the first few decades of the present century. Even so, we 
shall find ourselves uncomfortably near to the problems which 
arc the subjects of current theoretical activity. The ideas which 
form our immediate background are still in ferment; and in a 
following chapter more recent aspects of contemporary 
theory (to which this book is an introduction) will be dis- 
cussed. In the present century we are faced with a very large 
number of writers whose relative significance cannot as yet 
be fully assessed. They are too near to us to ha^'c gone through 
the sieve of history. The selection which follows must, there- 
fore, be regarded as tentative. In particular it should be 
noted that this chapter deals with the main body of pure 
economic theory and that it ignores almost entirely many 
important developments which lie outside the academic and 
professional fields. 

It has been customary to regard the changes made in the 
apparatus of economic analysis in the ’seventies as marking 
a complete revolution in economics. Classicism, it was said, 
emphasized production, supply, and cost; modern theory is 
mainly concerned with consumption, demand, and utility. The 
marginal utility concept was introduced to effect this shift of 
emphasis and has since dominated academic thought with 
almost unchallenged authority. It has, however, been looked 
upon, not only as an addition to the economic ‘ tool-box ’, but also 
as a vital innovation in the method of approach of the science. 

Compared with the classical theory of Ricardo the marginal 
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utility schools certainly exhibit marked differences of kind. But 
the origin of these differences must be placed before the appear- 
ance of the marginal utility concept in the works of Jevons, 
Menger, and Walras. As has been shown in the last chapter, 
the technical development which culminated in the work 
of these writers started with Ricardo’s successors. The essential 
elements of the modern technique — the emphasis on demand 
and on utility and the recognition of diminishing utility — 
were developed by a number of early nineteenth-century 
authors. Their work is now more widely known; and the conti- 
nuity of thought from their time to ours is beginning to be 
recognized. If these technical developments involve a significant 
change of emphasis and approach, it is McCulloch, Say, 
Bailey, and Senior, rather than Jevons and the Austrians, who 
were the first to be responsible for it. 

But whatever its exact date, the change from classicism is real 
enough. It marks a major transformation in the development of 
post-mercantilist economic thought, and its beginning must be 
placed chronologically in the period which follows soon after the 
completion of Ricardo’s work. It may be admitted that the 
i87u’s bring a considerable refinement and systematization of 
the subjective approach which had begun in the 1820’s. The 
changes which mark this process of refinement are substantial 
enough in the evolution of modern economics and are clearly 
identifiable, even when all allowance has been made for the 
large number of forerunners of the modern school. This is par- 
ticularly so in regard to the emphasis upon the new method of 
examining the effects of small increments and decrements in 
economic quantities. 

One interpretation of the marginal school has proclaimed it 
as the economics of the rentier class. ^ It links tlie development 
of a subjective and ‘unhistorical’ method in economics (which 
takes consumption as its starting-point) with the rise of a class 
of people who live by ‘clipping coupons’. This leisure class, it 
is said, is no longer a part of the process of production and is 
interested exclusively in the disposal of the income from its 
investments. It is Veblen’s class of absentee owners, and it is 
natural that it should consider economic activity solely from 
die point of view of consumption. The lack of interest in the 

^ N. Bukharin, The Economic Theory of the Leisure Class (no date). 
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social character of production and in its changing historical 
forms, and the concentration upon the behaviour of Robinson 
Crusoe, appear thus to be made a direct result of the structural 
changes of modern capitalism. 

Such an interpretation cannot stand the test of serious analy- 
sis. In the face of the vastly increased complexity of theoretical 
work in the last seven decades, it must be regarded as, at the 
very least, a crude juxaposition of economic reality and econ- 
omic thought. We have seen throughout this \;>ook that a 
direct relation between the two can only rarely be estab- 
lished even for the more primitive stages of cconomiq theorizing. 
In the 1870’s, when there was already in existence a', substantial 
body of economic theory, the further development of which was 
largely in the charge of a highly institutionalized body of pro- 
fessionals, the description of marginalism as the economics of 
the rentier must be regarded as a grotesque travesty. This is 
particularly clear when we remember both the distant ante- 
cedents of the new school and the fact that it was identified to 
a considerable extent with Austria, a country of greatly retarded 
capitalist development. The truth is that the theory which had 
broken away from classicism and which had, as we have seen, 
its roots in the development of nineteenth-century capitalism, 
made the changes of the ’seventies inevitable. And it would be 
nearer the mark to regard the concern of the new theory with 
the behaviour of the individual as a sign of the progress of 
liberal political philosophy. 

Before we trace the more recent progress of the utility school, 
it is worth while to glance at the characteristics of modern 
economics and to contrast them with those of the classical 
system. A statement by a modern economist of the problem 
which he sets out to study might be something like this. 
The first thing which confronts the economic theorist is an 
economic reality which in spite of all its complexity is at once 
reducible to a network of exchange transactions in the market. 
The surface phenomena are those of supply, demand, and 
price. Comparatively little reflection is needed to recognize 
these factors in all the markets which are the theatre of modern 
economic activity. In regard to the goods and services which 
individuals require directly for the satisfaction of their wants, 
the general purchase-and-sale character of individual behaviour 
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is easy to recognize. But even the transactions of the pro- 
ductive process are seen to resolve themselves into the purchase 
and sale of raw materials, capital goods, money capital, and 
labour. If, then, we regard the economic system as an enormous 
conglomeration of interdependent markets, the central problem 
of economic inquiry becomes the explanation of the exchange 
process, or, more particularly, the explanation of the formation 
of price. 

Not that the classical economists neglected the more obvious 
phenomena of the market: some of Adam Smith’s most success- 
ful analyses were precisely those concerned with the effects of 
competition in the market. But in all the works of the classics 
there is, in addition, emphasis on the fact that the mechanism of 
the market required ultimately to be explained by more funda- 
mental concepts, either relating to human conduct, or derived 
from a view of society and its historical development. Hence 
the supply-and-demand explanations were based upon a 
theory of exchange-value which was of a particular type. The 
original labour theory of value is the reflection of the aim to 
provide such a ‘fundamental’ explanation of the economic 
process. 

We have seen that among the post-classical economists, the 
labour theory of value was first significantly altered and finally 
abandoned. Nevertheless many economists still felt the need for 
an explanation which would go behind the phenomena of sup- 
ply and demand; and the result was the addition of a psycho- 
logical substructure which made the post-Ricardian theory of 
\aluc into a subjective real-cost theory. The introduction of the 
psychological element is seen in the new emphasis on utility 
and in the changed view of labour as a determinant of value. 
Instead of an expenditure of effort — measurable in time-units 
— which it had tended to be in Ricardo, labour, in the later 
cost of production theories, became expressive of a subjective 
sacrifice. Adam Smith’s ‘toil and trouble’ was its inspiration. 

The significance of the new theory was this: it was based upon 
the continued search for something more than a theory of price; 
hut by the transition from the objective to the subjective 
approach it brought about a major change in the relationship 
between economic analysis and its sociological antecedents. 
In nearly all classical literature, economic analysis was allied 
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\vith an historical view of the structure of society which underlay 
the whole economic process. In its place was put a view of 
society as an agglomeration of individuals. The subjective 
theory of value (even in its earlier cost-of-production form) is 
only compatible with an individualist view of society and in some 
of the more extreme formulations becomes even ‘atomistic’. 

In a more formal sense, however, the classical and the sub- 
jective theories of value show a considerable resemblance. As 
has been pointed out, they both aim at a fundamental explana- 
tion of the exchange process. The one claims to do it by, going into 
the sphere of production and the social relationship wjiich it in- 
volves; the other by inquiring into the working of individuals’ 
minds, that is into the psychological processes which result in a 
certain behaviour in the market. I'he latter course leads ultim- 
ately to the modern marginal utility school, which takes con- 
sumption as its starting point. Another resemblance lies in the 
fact that both schools claim to have developed a universally 
valid theory. Both the labour and the utility theories of value 
start from assumptions which can be claimed to be relevant to 
all social systems: the one from the disposition of resources, on 
which ev’^ery society must decide; the other from the subjective 
valuations of individuals, which must always precede or accom- 
pany supply and demand. 

There are, however, differences. The classical theory was, 
in the outcome, based on a somewhat lifeless and mechanical 
view of a stratified society in which particular social groups 
were made to correspond to functions in the economic process. 
This identification (labour — wages, rent — landowners, profits 
— capitalists) was taken as an implied, but never-changing 
pattern. 

The utility schools claim universal validity for a different 
reason: because they claim that they develop a theory of value 
which is independent of any specific social order. Nevertheless 
it cannot be doubted that in its origins the utility school was 
often also influenced by a desire to strengthen the potentially 
apologetic aspects of economic theory. The classical theory was 
not strong enough to withstand the attacks of the growing work- 
ing-class movement. The claim that a certain social structure— 
particularly when, as in the work of Ricardo, this was shown to 
contain severe conflicts of interests — should be regarded as the 
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end of history could not be logically defended. Nor could 
existing conditions be made palatable simply by appeal to uni- 
\crsal laws. The retreat from the objective labour theory of 
value was a retreat from this position. It was effected by the 
introduction of a subjectivism which absolved economists from 
concerning themselves with a particular social order. Theorems 
which had been developed on a basis of equal individuals under- 
taking abstinence and toil and trouble could have nothing to 
say about the real social differentiation of these individuals. Rut 
more often they were excellently suited to defending (by a 
Fallacy which systems of thought derived from the philosophy 
of natural law have often been guilty) an existing reality far 
removed from the abstract assumptions. That the first use to 
which the new doctrine was put was to strengthen the idea of 
productivity of capital by the introduction of the concept of 
abstinence was, in the circumstances of the time, calculated to 
('reate some suspicion that a new rationalization was born. 

I’he subjective real-cost theory was, however, inherently 
weak. It continued to regard labour as a determinant of value — 
an idea which it had taken over from a different system of 
thought. It was difficult to make this concept fully psychological, 
particularly if the purpose was to have a uniform system of sacri- 
fice that included ‘abstinence’. The equation of the abstinence 
of the capitalist with the labour of the worker was difficult 
U) achieve; though, as we shall sec, it was attempted once 
again by Marshall. The tendency arose, therefore, to abandon 
the cost approach more completely than had yet been done 
and to replace it by a more fully developed utility analysis, 
fhe rise of the marginal utility school docs, therefore, repre- 
sent a break with its immediate past, in the sense that it 
draws the logical conclusion from the abandonment of the 
labour theory of value. 

There is one feature of the more recent development of theory 
which is also worthy of notice at this stage, that is the increase 
in the number and importance of non-English contributions. 
Classical political economy had been an almost exclusively 
English science. It was developed in the most advanced eco- 
nomic environment that was then in existence. By the end of the 
nineteenth century, however, England was no longer the only 
industrial country in the world; indeed, the forces which 
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were ultimately to challenge her pre-eminence were already 
at work. And although the earliest complete statement of 
the new doctrine comes from an English economist, its formu- 
lation in terms which were particularly significant for further 
development was the work of Continental writers. Jevons was 
still influenced by utilitarian philosophy. But Menger, the 
founder of the Austrian school, gave the new theory a non- 
utilitarian interpretation and thus provided it with new and, in 
the end, more effective methodological credentials., 


Marginal Utility 

Hermann Heinrich Gossen. The first generation of modern 
marginal-utility theorists consists of the celebrated trinity, 
William Stanley Jevons, Carl Menger, and Leon Walras. But 
there is at least one other author whom one is obliged to mention 
in company with them. Gossen was not dealt with in the last 
chapter, because he is an anticipator rather than a forerunner. 
He exercised no influence in his own lifetime. His book, Entwick- 
lung der Gesetze des menschlichen Verkehrs und der daraus Jliessenden 
Regeln fur menschliches Handeln, remained completely ignored for 
many years. Its first edition of 1854 sold very few copies and the 
embittered author had the book withdrawn. Only after its 
rediscovery in the ’seventies, and the praise which it subsequently 
earned from Jevons and Walras, was it reissued in 1889. Since 
then Gossen has not only been recognized as a pioneer, but his 
theorems have influenced economic thought after their basic 
ideas had been made known by others. 

Gossen’s analysis of the laws of human conduct is charac- 
terized by these features: determined utilitarianism, a consump- 
tion approach, and mathematical method. With regard to the 
last, Gossen declares in his preface that economics is concerned 
with results produced by a combination of forces and that it is 
impossible to determine such results without the aid of mathe- 
matics.^ Gossen begins by stating that the aim of all human 
conduct is to maximize enjoyment. From this the approach 
follows. It is necessary to examine the manner in which enjoy- 

^ H. H. Gossen, Entwicklung der Gesetze des menschlichen Verkehrs und der 
daraus Jliessenden Regeln fur menschliches Handeln (1889), pp. vi and vii. 
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ment proceeds. From everyday observation Gossen derives 
certain laws of human enjoyment of which two, now known as 
Gossen’s first and second laws, are the most important. 

Gossen’s first law states in explicit form the principle of 
diminishing utility — ‘ The amount of one and the same enjoy- 
ment diminishes continuously as we proceed with that enjoy- 
ment without interruption, until satiety is reached.*^ Gossen 
illustrates this idea of the satiability of wants with well-known 
examples, such as the declining enjoyment of successive bites of 
food. But it was left to later marginalists to expound this 
principle in more relative terms. Gossen’s second law refers to 
the manner in which the maximum of all enjoyments can be 
achieved. ‘ In order to obtain the maximum sum of enjoyment, 
an individual who has a choice between a number of enjoy- 
ments, but insufficient time to procure all completely, is obliged, 
however much the absolute amount of individual enjoyments 
may differ, to procure all partially, even before he has completed 
the greatest of them. The relation between them must be such 
that, at the moment when they are discontinued, the amounts of 
all enjoyments are equal. In this cumbersome way Gossen 
stated the principle that maximum pleasure will result from a 
uniform level of want-satisfaction. The second law follows from 
the first and from the additional postulate that it is impossible to 
obtain full satisfaction of all wants. We shall see presently what 
part these laws now play in economic theory. 

The rest of Gossen’s work is an elaboration of these laws. The 
value of a thing is to be reckoned entirely in terms of the enjoy- 
ment which it can procure.^ Owing to the operation of the 
first law, individual units of the same good will have different 
values according to the quantity possessed; beyond a certain 
quantity a single unit will cease to have value at all.^ Value must 
be conceived of only in relative terms. ‘Nothing in the external 
world possesses absolute value’; value depends entirely on the 
relation between the object and the subject.^ The objects which 
niay possess value can be classified into consumption goods, 
those which are immediately capable of supplying enjoyment; 
goods ‘of the second class’, which are jointly necessary for 
^'njoyment (what are now called complementary goods); and 

^ H. H. Gossen, Entwicklung der Gesetze des menschlichen Verkehrs, pp. 4-5. 

* ibid., p. 12. > ibid., p. 24. * ibid., p. 131. ® ibid., pp. 46^-7. 
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‘goods of the third class’, which are those used in the production 
of other goods.' Labour which creates means of enjoyment is 
also accompanied by ‘pain’ (or ‘disutility’). It follows that we 
can increase our enjoyment by labour so long as the enjoyment 
which results is esteemed more highly than the pain of the 
labour involved. ^ Exchange must also follow the two laws. 
Exchange remains of advantage to an individual ‘until the values 
of the last units of the two commodities in his possession have 
become equal.’ ^ Thus Gossen’s book contains the majin elements 
of the Jevonian and the Austrian theory. Even the geometric 
and algebraic apparatus is there. But the conditions of the time 
were not ripe for so determined a use of the subjective ^approach. 
With Jevons, a new reign begins. 

William Stanley Jevons {183^-82), Jevons did much work in 
fields other than pure theory. The Investigations in Currency and 
Finance^ published posthumously in 1884, contain a number of 
papers on problems of applied economics which show Jevons to 
have been particularly interested — and often successful — in the 
linking of statistical investigation and theoretical analysis. In 
one of these papers, one of his earliest literary efforts, The Serious 
Fall in the Value of Gold^ he traced the effect on prices of the 
increase in the supply of gold; and in this and other papers he 
advanced considerably the study of index numbers. The Coal 
Question (1865) is an elaborate attempt to use statisticcil informa- 
tion to prove the probability of an early exhaustion of Britain’s 
coal resources. Though not wholly successful in its more remote 
conclusions, it has certainly drawn attention to a factor which is 
still operative. On the other hand, jevons’s effort to construct a 
theory of crises on the basis of empirical material was a failure, 
the ‘sun-spot’ theory, which established a connection between 
the rhythm of harvests and trade (the former being traced to 
periodic meteorological fluctuations), is now abandoned; though 
somewhat akin to it is Moore’s theory of generating economic 
cycles. 

Jevons’s work extended, however, beyond the limits of econo- 
mics, pure or applied. Much though he may have desired to 
keep to the narrow path of academic theory, he was drawn 
nto discussion of the problems of policy. His contribution is 

^ H. H. Gossen, Entwicklung der Gesetze des menschlichen Verkehrs, pp. 24-8' 

* ibid., p. 38. * ibid., p. 8. 
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small in volume; his one comprehensive statement is contained 
in The State in Relation to Labour (1882). It is of considerable 
interest because it shows the continuance and intensification of 
the difficulties of the laisser faire doctrine which we have already 
encountered in Mill. Jevons’s general position appears at first to 
be based on the early utilitarian principle of expediency. He 
thought that ‘we can lay down no hard and fast rules, but must 
treat every case in detail on its merits. Specific experience is our 
best guide or even express experiment where possible, but the real 
difficulty consists in the interpretation of experience. We are 
reduced to balance conflicting probabilities of good and evil.’^ 
But all the effects, he argues in the same place, of a ‘proposed 
act must be taken into account’. 

Even with this qualification Jevons’s position must appear 
unsatisfactory to a liberal economist who believes in the exis- 
tence olan economic argument for laisser faire as the general rule 
of policy. And indeed Jevons himself seems to have been aware 
of its unsatisfactory nature, because he specifically excepted pro- 
tection against foreign competition from the general principle of 
judging each case on its merits. He calls himself ‘a thorough- 
going advocate of Free Trade’ and implies that he does not 
regard this doctrine as inconsistent with those measures of inter- 
vention at home which he was prepared to support.^ But a 
fundamental inconsistency there clearly was. And its presence 
reveals the extent to which the claims of the working class were 
pressing and forcing concessions which had to be justified on 
theoretical grounds. In the field of foreign trade laisser faire was 
still the most advantageous policy for Britain; there was, there- 
fore, no need to abandon it in theory. Thus Jevons greatly 
widened the breach already made by Mill; and we shall later 
have occasion to refer to the way in which it was further 
widened by Jevons’s successor. 

Whatever Jevons’s merit as a statistician or his significance in 
the development of political thought, his claim to notice rests 
mainly on his contribution to pure theory. It was he who made 
the scattered fragments of earlier utility analysis into a compre- 
hensive theory of value, exchange and distribution. Already in 
1862, in a paper read to Section F of the British Association, 

^ W. S. Jevons, The State in Relation to labour (1882), pp. v and vi. 

® ibid. 
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Jevons had revealed the trend of his thought. In this sketch of a 
‘general mathematical theory of Political Economy he showed 
both his belief that the laws of economics could be reduced to a 
few principles cast in mathematical terms and that these prin- 
ciples had to be derived from ‘the great springs of human action 
— the feelings of pleasure and pain’.^ And in his main work, The 
Theory of Political Economy^ first published in 1871, the vindica- 
tion of abstraction and of the mathematical method, together 
with the explicit reference to hedonism, is repeated and 
amplified. \ 

Jevons, himself a statistician, did not deny that empirical 
studies were an essential part of the total of economic studies; 
but he urged that the ultimate laws of economics were of so 
general a character that they could rightly be compared with 
the laws of the physical sciences, which ‘have their basis more 
or less obviously in the general principles of mechanics’.*’ 
Economics was closely analogous ‘to the science of Statical 
Mechanics’.'* This analogy extended to method. Economics had 
to be as mathematical in character as the physical sciences. 
The reasons for this are given in terms reminiscent of 
Cournot (whose work Jevons did not know at the time). ‘To 
me it seems that our science must be mathematical^ simply because 
it deals with quantities. Wherever the things treated arc 
capable of being greater or less^ there the laws and relations 
must be mathematical in nature. . . . Economists cannot alter 
their nature by denying them the name. . . . Whether the 
mathematical laws of Economics are stated in words, or in the 
usual symbols, x, j, z, q, etc. is an accident, or a matter of 
mere convenience.’^ 

This view of the character of economics did not lead Jevons, 
as it had led Cournot, to confine himself to the enunciation of 
the general principles of the relations between demand, supply, 
and price. He criticized Cournot for his exclusive interest in the 
system of functional interdependence between these quantities 
observed in the market. ‘Cournot’, he said, ‘did not frame any 
ultimate theory of the ground and nature of utility and value’;® 
and, again, ‘ Cournot docs not recede to any theory of utility, but 

^ Reprinted as Appendix III of W. S. Jevons. The Theory oj Political 
Economy (1924). * ibid., p. 304. * ibid., p. xvii. ^ ibid., p. vii 

® ibid., pp. 3 and 4. * ibid., p. xxix. 
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commences with the phenomenal laws of supply and demand’.^ 
It was Jevons’s aim to provide a mathematical exposition of 
the laws of the market as well as an ‘ ultimate ’ theory of value on 
which he considered that these laws rested. 

The central principle of this theory is the statement that 
‘value depends entirely upon utility Adherence to this central 
principle appeared to Jevons to mark an innovation in economic 
thought. It was only in later years that he realized the extent to 
which he had been anticipated by earlier writers. But when he 
first expounded his views, the Ricardian tradition — in its atten- 
uated form, it is true — was still strong enough to make him 
regard himself as revolutionary. 

His innovation was substantial enough. The classics and their 
followers had not ignored utility; Adam Smith, in particular, 
had stressed its importance. But utility had never been regarded 
as a proper basis for an explanation of exchange-value, because 
of the glaring discrepancies between them. The classical theory of 
value was objective, that is, it referred to the whole of society’s 
economic activity. This being the approach, it was natural 
that the classics should ignore individual, subjective factors. It 
is in this respect that Jevons effected an important change which 
made it possible for the first time to formulate a theory of value 
based on utility as an alternative to the classical theory. His 
starting-point was the individual and his wants. And for the 
study of individual conduct he found ready at hand a complete 
philosophy whose aim was precisely the establishment of the 
principles of human action. Hedonist philosophy was, moreover, 
cast in a form that seemed to make it particularly suitable to 
mathematical methods. 

Accordingly Jevons begins with a theory of pleasure and pain 
based on Bentham’s A Table of the Springs of Action, Man is here 
regarded as a pleasure machine; his aim is to maximize pleasure. 
Utility is then defined as the quality possessed by an object of 
producing pleasure or preventing pain, ' provided that the will 
or inclination of the person immediately concerned is taken as 
the sole criterion for the time, of what is or is not useful’.^ 
Utility, in other words, is not an intrinsic quality; it expresses a 
relation between an object and a subject. Utility, however, can 

^ W. S. Jevons, The Theory of Political Economy, p. xxxi. 

* ibid., p. I. * ibid., p. 39. 
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only become a significant concept in a theory of value if the 
total utility of a commodity is carefully distinguished from the 
utility which an individual, at a given time, attaches to a por- 
tion of that commodity. In a way reminiscent of Gosscn 
Jevons examines the effect of changes in the total quantity of a 
commodity on the utility to an individual of portions of that 
commodity, and concludes that successive increments reduce 
the utility of every unit. Total utility is thus distinguished from 
degree of utility at any point; and from this the concept of 
‘final degree of utility’ results. This term denotes ‘the degree of 
utility of the last addition, or the next possible addition, of a 
very small, or infinitely small, quantity of the existing stock 
and it becomes the fundamental concept of Jevons’s theory of 
exchange and distribution. 

The essence of Jevons’s explanation of the formation of ex- 
change-value and price is to be found in what is an adaptation of 
the second law of Gossen. In harmony with that law Jevons 
argues that, when a commodity is capable of satisfying wants in 
a number of different uses, it will be distributed over these uses 
in such a way that its final degree of utility is the same in every 
use. From this he passes on, by somewhat clumsy means which 
had to be refined later, to the conclusion that, when two indivi- 
duals exchange two commodities, the ratio of exchange ‘will be 
the reciprocal of the ratio of the final degrees of utility of the 
quantities of commodity available for consumption after the 
exchange is completed In other words, in equilibrium, that is in 
a position in which neither party can obtain any further advan- 
tage by continuing the exchange, marginal utility for each parti- 
cipant will be proportionate to price. From this it follows that 
‘a person distributes his income in such a way as to equalize the 
utility of the final increments of all commodities consumed’.^ 
(This formulation, it might be noted, would not be accepted 
by adherents of the marginalist school to-day.) 

In the detailed working out of his theory of exchange Jevons 
was not very successful. It was left to later theorists to produce a 
more plausible argument to connect the subjective estimates of 
individuals with the formation of market prices. It has been 
argued that Jevons himself— in spite of his strong emphasis on 

^ W. S. Jevons, The Theory of Political Economy^ P* 5n 

* ibid., p. 95. ® ibid., p. 140. 
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utility — abandoned half-way his attempt to give an explanation 
of the origin of value in terms of utility, in favour of a purely 
‘functionar theory. He regarded market price as given; and 
only described its relation to quantities and final degrees of 
utility when equilibrium had already been reached.^ 

But even Jevons’s statement of this relation has been shown to 
be defective. To elaborate the notion of the subjective valuations 
of individuals and their attempts to maximize satisfaction 
(including exchange) into a theory which was valid for social 
exchange, Jevons employed two very clumsy concepts. These 
are the ‘law of indifference’ and the ‘trading body’. Different 
prices, Jevons argues, must be due to different preferences. 
Because it must be clearly a matter of indifference to a person 
whether he obtains this or that portion of a perfectly homo- 
geneous commodity, there cannot be two prices in a market for 
the same article at the same time. As was shown by later econo- 
mists, particularly by Walras, Edgeworth, Marshall, and Wick- 
sell, this law of indifference only expresses — and clumsily at 
that — the assumption of perfect competition. 

The concept of the trading body is even more open to 
objection. By this Jevons means any body of buyers or sellers 
— ranging from a single individual to the sum total of inhabi- 
tants in a country. Jevons, without modification, applies his 
theory of exchange between two individuals to the case of 
exchange between a multitude of buyers and sellers. But this 
procedure was unjustified. It completely obscured the problem 
of competition. As Wicksell rightly pointed out, in Jevons’s treat- 
ment, competitive exchange is no different from isolated 
exchange (i.e. exchange between two individuals).^ And in this 
situation, which again Jevons did not fully analyse, a number of 
prices could fulfil the conditions of equilibrium. Edgeworth 
charitably assumed that Jevons’s trading bodies were in some 
sense typical dealers.^ But Jevons clearly meant them to repre- 
sent the aggregate body of buyers and sellers operating in condi- 
tions of perfect competition. It was for this situation that his 

* Hans Mayer, ‘ Der Erkenntniswert der funktionellen Preisthcoricn \ Die 
Wirtschaftstheorie der Gegenwart, vol. ii (1932), pp. 181-2. 

* K. Wicksell, Ober Wert, Kapital und Rente (1893. London School of 
Economics Reprints, 1933), p. 48. 

^ F. Y. Edgeworth, Mathematical P^hics (1881. London School of Econo- 
mics Reprints, 1932), p. 109. 
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equations of exchange were devised. He represented the equili- 
brium of exchange in this way: 

{a-x) ^ H (^) 

4'i(j) ^ i>2 

where a and b are the total quantities of the two goods, x and j 
the respective quantities which have changed hands (^, there- 
fore, the price), and the different functions, the final degrees of 
utilities. But he nowhere explained how these collective niarginal 
utilities were determined. In fact, what he was considering was a 
case of isolated exchange, in which it is now admitted tfiat the 
actual ratio of exchange is indeterminate within certain limits. 
It was left to Walras and others to show the connection between 
marginal utility, demand, and price under competitive 
conditions; and their analysis is now an accepted part of the 
price explanation of the theory of value. 

However much Jevons may have fallen short of giving a com- 
plete subjective theory, his abandonment of the labour theory is 
clear cut. He denied that labour could be regarded as the source 
of value. The labour spent on the production of a commodity 
was ‘gone and lost for ever’.^ It could have no influence on the 
price which an article would fetch when brought to the market. 
Nevertheless, Jevons admitted that because the final degree of 
utility (on which value depended) could be altered by varia- 
tions in supply, labour could affect value indirectly. The rela- 
tion was: ‘Cost of production determines supply; Supply 
determines final degree of utility; Final degree of utility deter- 
mines value. 

Labour was defined by Jevons in purely subjective terms; and 
on the analogy of his theory of utility he built up a theory of 
disutility which is similar to that developed later by Marshall. 
The English marginal utility school after Jevons for a long time 
tended to preserve the concept of the disutility of labour, 
claiming that it helped to determine value through its influence 
on the supply of labour. In other words, Jevons and his English 
followers were evidently anxious not to cut adrift entirely from 
the post-classical tradition. Jevons merely added utility to the 
already existing apparatus of explanation. The equilibrium 
relation between labour and utility was one in which ‘the incre- 

^ W. S. Jevons, The Theory of Political Economy y p. 164. ^ ibid., p. 165. 
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merits of utility from the several employments (of labour)’ were 
equal. To make equilibrium fully determinate another relation 
was required. This was given in the statement that ‘Labour will 
be carried on until the increment of utility from any of the 
employments just balances the increment of pain’.^ As Edge- 
worth put it, ‘utility and disutility are independent variables in 
that expression, the maximum of which determines economic 
equilibrium’.^ 

Jevons did not work out a comprehensive theory of distribu- 
tion. It was his Austrian contemporary who attempted to follow 
up the implications of the utility theory of value in the sphere of 
distribution. Jevons adopted without much modification the 
classical theory of rent; and this almost led him to a productivity 
theory of wages. Every worker, he said, ‘seeks the work in which 
his peculiar faculties are most productive of utility, as measured 
by what other people are willing to pay for their produce. Thus 
wages are clearly the effect not the cause of the value of the pro- 
duce.’^ But he never worked this up into a marginal produc- 
tivity theory. Indeed, when he came to deal specifically with 
wages, he abandoned the above explanation in favour of another 
one. He pointed out that the wage-fund theory was merely a 
truism; and he also rejected the classical subsistence theory. 
Instead, he concluded that ‘the wages of a working man are 
ultimately coincident with what he produces after the deduction 
of rent, taxes, and the interest of capital’.^ Thus wages are 
defined as the residual share of the total product. The wage- 
fund doctrine does, however, come into its own as an explana- 
tion of the short-run mechanism of the determination of wages. 
The capitalists invest capital and buy labour according to the 
estimates they form of markets. They ‘sustain labour before the 
result is accomplished’ and if the result is above their expecta- 
tions, they will make large profits. But competition will increase 
and bring these profits down to the average, the previous excess 
being now appropriated either by the workers in higher wages 
or by the consumers in lower prices; or shared by both.^ 

Jevons’s theory of capital has a more modern flavour. It is 

^ W. S. Jevons, The Theory of Political Economy ^ pp. 184-5. 

* F. Y. Edgeworth, Papers relating to Political Economy (1925), yol. iii, p. 32. 

* W. S. Jevons, The Theory of Political Economy, p. i. * ibid., p. 270. 

‘ ibid., p. 271. 
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somewhat obscurely expressed in the Theory of Political Economy \ 
but the essence of the theory resembles that of the Austrians. 
According to Jevons, the function of capital is to enable us ‘to 
make a great outlay in providing tools, machines, or other pre- 
liminary works, which have for their sole object the production 
of some important commodity, and which will greatly facilitate 
production when we enter upon it’. Capital enables us to sur- 
mount the ‘time elapsing between the beginning and end of 
work’.^ And ‘whatever improvements in the suppl)^ of com- 
modities lengthen the average interval between the\moment 
when labour is exerted and its ultimate result or purpost accom- 
plished, such improvements depend upon the use of capital’, ^ 
The greater productivity of processes involving a lapse of time — 
what Bohm-Bawerk was later to call ‘roundabout’ processes — 
can only be obtained by the use of capital (which ultimately 
consists ‘of those commodities which are required for sustaining 
labourers’^); and the rate of interest is ‘the rate of increase of 
the produce (occasioned by lengthening the period of produc- 
tion) divided by the whole produce.^ Jevons preserves the 
abstinence element; but the relation between the sacrifice of 
abstinence and the productivity of capital as determinants of 
the rate of interest is not worked out. Jevons can be said to have 
stopped on the threshold of the marginal-productivity theory. 

In conclusion, it may be worth while referring again to Jevons’s 
failure in the theory of exchange. The primitive — and obviously 
faulty — device of the trading bodies was an attempt to proceed 
from the subjective valuations of individuals to the formation of 
price in competitive conditions- With this technical aim was 
connected another: the desire to give an economic justification 
for free competition and laisser /azV^. Jevons denied, as explicitly 
as did Wicksteed after him, that the subjective valuations of one 
individual can be compared with those of another. ‘I see no 
means’, he said, ‘by which such comparison can be accom- 
plished. . . . But even if we could, compare the feelings of 
different minds, we should not need to do so; for one mind only 
affects another indirectly. Every event in the outward world is 
represented in the mind by a corresponding motive, and it is by 
the balance of these that the will is swayed. . . . Each person is 

^ W. S. Jevons, The Theory of Political Economy, p. 224. 

* ibid., pp. 228-9. * ibid., p. 223. * ibid., p. 246. 
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to other persons a portion of the outward world. . . . Thus 
motives in the mind of A may give rise to phenomena which 
may be represented by motives in the mind of B; but between 
A and B there is a gulf. Hence the weighing of motives must 
always be confined to the bosom of the individual.’^ 

And yet Jevons was unable to free himself entirely from his 
utilitarian tradition. In spite of his extreme individualist 
hedonism, he did operate with a concept — the trading body — 
which implied an aggregate (or average) of many individual 
scales of subjective values. This operation not only allowed 
Jevons to skate over a difficult technical problem, it also intro- 
duced (by implication rather than explicitly) the idea that free 
competition maximized satisfaction all round. If exchange 
between two individuals proceeded according to the second law 
of Gossen until maximum satisfaction for both was reached, 
Jevons’ s statement of competitive exchange implied a social 
maximization. With the exposure of the error in the technical 
analysis one might have expected that the implication was 
destroyed. But it had become too firmly implanted; and many 
later economists, using a more refined technical apparatus, still 
clung to a similar implication whenever questions of policy 
were involved. 

Carl Menger (1840-1921). Though more important from the 
point of view of present-day theory than Jevons, Menger can be 
more briefly dealt with, because his work exhibits just that 
quality which Jevons’s lacked: a high degree of consistency. 
Whatever one’s judgment of the development for which 
Menger stood, his own contribution to it was marked by a high 
regard for the requirements of a comprehensive system. And 
the chronicler has an easy task in summarizing his work. 

Monger’s contributions to economics fall into three main 
classes: method, money, and pure theory. The first of these has 
already been dealt with in connection with the historical school. 
It is sufficient to add only a word or two about the connection 
between Monger’s methodological position and his analytical 
work. In his Untersuchungen Menger insists that economic method 
nxust rest on an individualist foundation. He argues that the 
economic phenomena of society are not the direct expression of 
^ W. S. Jevons, The Theory of Political Economy ^ p. 14. 
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some social force, but are only the resultants of the conduct of 
individuals, of wirtschaftende Menschen (men engaged in economic 
activity), as he calls them. In order to understand the total 
economic process one has to analyse its elements, the behaviour 
of individuals.^ Like Jevons and Gossen, Monger puts the indivi- 
dual into the centre of the picture. But he does so in a way 
quite different from these writers or from other post-classical 
authors who had been influenced by hedonist philosophy. 
Monger claims that the ‘ atomistic’ approach is a mcth^oclological 
necessity, and that it has no ethical or social-philosophical impli- 
cations. He was thus the first to attempt to build a subjective 
theory of value which should be free from any hedonist assump- 
tion. 

Monger's work in the field of money can be little more than 
mentioned here. He wrote a number of articles and memoranda 
in connection with the Austrian currency reform \vhich have 
remained important contributions to the applied theory of 
money. His main statement of pure monetary theory is con- 
tained in a long article, Geld, first published in the Ilafidworier- 
buck der Staatswissenschaften in 1892.^ The chief importance of this 
work lies in the fact that it is the first application of the subjec- 
tive theory of value to the problems of money. It has served as 
the basis for much modern work on monetary theory; and it 
contains one of the best short explanations of the function of 
money in the process of exchange and in the formation of price. 

It is on his subjective theory of value, however, that Monger’s 
claim to fame rests. This theory is developed in his first book, 
Grundsdtze der Volkswirtschafislehre, published in 1871, the same 
year as Jevons’s theory. Mcnger begins with what he evidently 
regarded as the two poles of economic activity: human wants and 
the means of satisfying them. He defines utility in a relative sense, 
that is as the ability of a thing to be put into a causal relation- 
ship with a want. Things which have this ability become goods 
when the want is present, when the causal relationship is recog- 
nized by the individual experiencing the want and when that 

^ Carl Menger, Collected Works, vol. ii: Untersuchungen iiber die Methode 
der Socialwissenschaften und der Politischen Oekonomie insbesondere (London 
School of Economics Reprint, 1933), pp. 82-8. 

• This, together with his other monetary writings, forms volume iv 
(Schriften fiber Geldtheorie und Wdhrungspolitik) of the London School of Econo- 
mics issue of Menger’s collected works ( i . 
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individual has the power to apply the thing to the satisfaction of 
the want. These goods may be classified on technical grounds as 
goods of the first and of the second, third, and higher orders. 
The former (for example bread) are those which immediately 
serve to satisfy wants; the latter (for example flour, the mill, 
wheat, etc.) only satisfy wants indirectly: they are jointly 
required to produce the goods of the first order. Their property 
of being goods at all depends on our ability to dispose at one 
and the same time of all the (complementary) goods required 
for a particular purpose. 

The aim of this classification is to bring out the technical con- 
ditions of production (which later acquire importance in the 
theories of production and of capital) and to establish at once a 
relationship between the value of goods of the first order (those 
of immediate importance to the wirtschaftende Me?isch) and the 
value of production goods of all kinds. When he comes to deal 
with this problem Monger is able to elaborate the productivity 
view of the factors of production which Say and others had tried 
to introduce. 

The next classification of goods is based on their quantitative 
relation to wants. Of all the possible relations the most impor- 
tant is that in which the quantity of goods is less than the want 
for them. These goods are economic goods; the individual has 
to economize them, since he is aware that no portion of them 
can be lost or given up without causing a sacrifice of want- 
satisfaction. This dividing line between economic and non- 
economic goods is not a permanent one; goods may move from 
the category of economic goods to that of non-economic goods, 
and vice versa, with changes in wants, supplies of goods, tech- 
nique, etc. When they are in the economic class, goods may be 
said to possess ‘scarcity’, a term which earlier English writers 
had never fully assimilated into the system. Auguste Walras, the 
father of Leon, had used rarete in something like the Mengerian 
sense. But Menger was the first, without using the word, to 
express precisely this quantitative relation between ends and 
means to which the word is now applied. 

Menger’s theory of value follows from his discussion of econo- 
mic goods. The realization by an individual of the economic 
quality of a good gives rise to a judgment in his mind which we 
call value. In Menger’s own words, ‘value is the significance 
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which concrete goods or quantities of goods obtain for us from 
the fact that we arc aware that the satisfaction of our wants is 
dependent upon our disposing of these goods’.^ Value arises 
from the limitation of goods in relation to wants; and it is this 
which gives to these goods their economic character. Free goods 
cannot possess value; for no want-satisfaction is dependent upon 
the availability to us of any portions of them. 

How is this subjective value determined? We kpow, says 
Monger, that we experience different wants with different inten- 
sity: some, those on which our very existence depends) are very 
intense; others, of a more refined character, arc less urgent. 
But even the same kind of want appears in units of different 
urgency. Each concrete act of satisfaction has a different signifi- 
cance for us according to the degree of satisfaction that we 
have already reached. Menger gives numerical illustrations 
for this argument (which is really a more formal statement of 
Gossen’s first law), but insists on the purely ‘ordinal’ nature of 
his comparison of the intensity of successive want-manifesta- 
tions. 

He proceeds to argue that if for each concrete want there were 
a single good suited exclusively to that want, the determination 
of the subjective value of that good would be a simple matter. It 
would be equal to the significance of that want. But in reality 
the matter is complicated by the fact that we generally deal with 
a quantity of goods accompanied by a complex of concrete 
wants. As a result, individual portions of the good will appear to 
have different significance according to the wants to which they 
are applied. The individual will use these portions to supply his 
wants in a descending order of urgency, the last available por- 
tion satisfying the least intense want. To discover the value of 
a portion, we have only to ask ourselves what satisfaction would 
have to be foregone if that portion were deducted from the total 
quantity. The answer must be: the satisfaction of the least inten- 
sive want. Menger concludes, therefore, that the value to the 
individual of any portion of the available quantity of goods is 
equal to the significance attached to the least satisfaction made 
possible by a single portion of the total available quantity.^ This 

^ C. Menger, Collected Works, vol. i: Grundsdtzo der VolkswirtschaftsUhre 
(London School of Economics Reprint, 1934), p. 78. 

* ibid., p. 99. 
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is the same as Jevons’s ‘final degree of utility’. Menger himself 
never used that kind of phrase; it was Marshall and Wieser who 
introduced the term ‘marginal utility’ (though the former made 
it apply to a slightly different concept). 

This subjective value has now to be used as a basis for the 
determination of price. Menger denies Smith’s dictum that 
exchange is due to a human propensity to truck. It is merely a 
part of the general activity of economy which is designed to 
supply maximum satisfaction with available means. And it is 
simply due to the existence of differences in relative subjective 
valuations of the same goods by different individuals. ‘Whenever 
— cither on account of differences in quantity or for other reasons 
— ^A values a unit of X more highly than one of Y and B values 
a unit of Y more highly than one of X, exchange will be possible. 
When A and B actually exchange portions of X and Y, the rela- 
tion between the subjective values of the two goods to each 
individual will alter until this relation is the same for both A and 
B. At this point exchange will stop, since there will be no incen- 
tive to continue.’ In other words, in equilibrium, the ratio of the 
marginal utilities of the two goods will be the same for both 
parties. 

Subjective values will thus determine the limits of exchange 
and the limits of price. Each individual will, when the occasion 
for exchange arises, formulate some quantitatively determinate 
ratio in which he is willing to exchange. This ratio will reflect 
the ratio of his subjective values; but the subjective values them- 
selves cannot be conceived of as determinate quantities. This, 
according to Menger and his successors, is the relation between 
the supply-and-demand theory of the market price and the 
‘ultimate’ theory of subjective values. In the further elabora- 
tion of his theory of price Menger examines in turn different 
situations ranging from isolated exchange, where there are only 
two parties, to perfect competition. His treatment in this respect 
has not been modified to any considerable extent by subsequent 
writers, such as Wieser and Bohm-Bawerk, who adopted a similar 
approach. 

He showed that in isolated exchange, price would be within 
the limits set by the buyer’s and seller’s maximum and minimum 
exchange ratios; and would tend — given equal desire to achieve 
a maximum advantage and equal bargaining ability— to the 
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average of these ratios. Later economists have generally regard- 
ed price as indeterminate within these limits; and although 
Menger did not say this himself, he did say that variations 
from the average, due to differences in bargaining strength, 
would be of a non-economic character. As regards monopoly, 
Menger concluded that if only one unit was on offer, the 
limits of price would be set by the offer of the ‘strongest’, 
and that of the next strongest (the extra-marginal) bpyer; and 
that within these limits it would be fixed according td the laws 
of isolated exchange. If more than one unit is offered, the price 
is fixed again by the offer of the marginal and the first extra- 
marginal buyer; and all those whose ‘bids’ are above the mar- 
ginal acquire their units at that price. Or the monopolist may 
discriminate, that is make a separate bargain with each buyer. 
Mengcr’s analysis of the factors which will determine the choice 
of policy is little different from that to be found in many later 
text-books. In competition, discrimination is impossible; nor can 
any individual seller have an incentive to withhold any portion 
of the supply. Price is again fixed by marginal demands and 
offers; but this time there arc wdiat Bohm-Bawerk later called 
‘marginal pairs’ of buyers and sellers. 

After a general summary of changes in the relation of subjec- 
tive value and price, Menger goes on to discuss the origin of 
money. His account in the Grundsdtze and in the article Geld 
begins with the inconveniences of barter, due to the different 
degrees of Marktgdngigkeit (saleability, or acceptability) of 
different goods. Money gradually becomes the most marktgdngig 
of all goods, the universal medium of exchange. In fulfilling this 
function it also facilitates the ‘quantification’ of subjective 
values: it acts as a price index, as the medium in which the 
equivalence of exchange is expressed. Menger examines the 
problems to which the existence of a unit of account gives rise; 
and much of the contemporary ‘Austrian’ theory on the 
question of monetary policy in relation to prices derives from 
him. 

In the theory of distribution Menger is responsible for posing 
what is known as the problem of imputation; that is the prob- 
lem of the value of goods of a higher order. Having adopted a 
subjective approach, Menger goes on to state that the value 
of goods of a higher order (including the factors of production) is 
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‘ conditioned by the anticipated value of those goods of a lower 
order for the production of which they serve Monger’s own 
solution of the problem of how the shares of the co-operating 
productive goods in the value of the product arc to be deter- 
mined is not quite clear. He says that the share of any individual 
factor is to be determined by the loss in value which the product 
would suffer if that factor were withdrawn from the co-opera- 
tive combination. *^ But it is only fair to interpret this by inserting 
‘at the margin that is to think of Monger as having held a mar- 
ginal productivity theory, even if it was of a primitive kind.This 
view is strengtliened by the fact that Monger applied the same 
analysis to land, labour, and capital. Like Jevons, however, he 
did not manage to assimilate the problem of cost into his 
system, though his theory of distribution leads him to the brink 
of the law of cost, or opportunity-cost principle, which was to be 
enunciated by his disciple, Friedrich Wicser. 


Leon Walras {1834-igio), As the last of the founders of the 
marginal utility school, Walras stands somewhere between 
Jevons and Monger. Like the former, he bases himself on hedon- 
ism; and he uses the mathematiccil method even more thorough- 
ly than Jevons. Like the latter, he avoids some of jevons’s errors 
in the translation of subjective values into the prices of a com- 
petitive market. Because of this, and in spite of his hedonism, 
Walras’s influence on the modern mathematical school has been 
more considerable than that of Jevons. Walras was influenced 
by Cournot, and it was probably this influence which enabled 
him to combine a utility theory of value with a mathematically 
precise theory of markct^quilibrium. In spite, or perhaps be- 
cause, of the difficulties which he experienced in this task, 
Walras was increasingly led to enunciate a general, non- 
‘utilitarian’ theory of economic equilibrium, expressed in terms 
of functional equations. He is, therefore, essentially the econo- 
mist’s economist, rather than of the general reader or the 
politician. 

In 1874, three years after Jevons and Menger, but indepen- 
dently of them, Walras enunciated the marginal-utility doctrine 

^ G. Menger, Collected Works, voL i: Grundsdtz^ der Volkswirtschaflslehre, 
p. 124. 

* ibid., p. 142. 
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in his Elements d'Economie politique pure. This work falls into two 
parts: one dealing with the theory of exchange, the other (pub- 
lished in 1877) with the theory of production. 

Walras operates with essentially the same concepts as Jevons, 
but he searches continually for solutions of the most general 
character. Like Jevons and Monger, he bases exchange-value on 
utility and limitation of quantity. Following his father, he uses the 
term rarete^ which he defines as the ‘derivee de Tutilitie effective 
par rapport a la quantite possedee’.^ In other words, mreti is the 
same as marginal utility. The desire to equalize marginal utilities 
(according to Gossen’s second law) will lead to exchatige. And 
this desire, together with the stocks of goods possessed by each 
individual, will give a determinate demand or supply for each 
individual. This can be represented by a functional equation or 
by a curve. 

Equilibrium in a competitive market will be achieved when 
the price is such that supply and demand are equal. Walras uses 
a special device for showing how this price results from competi- 
tion. This is the notion of the prix crie — a price called out by an 
auctioneer. If at this price supply and demand are not equal, a 
new price will be called out; and this procedure will go on until 
equality is established. So, by tatonnements^ the equilibrium price 
will be achieved.^ There is little here that is new as compared 
with other statements of the relation between supply and 
demand, except the insistence on their functional interdepen- 
dence with price and on their ultimate determination by rarete, 
Walras did not, however, make clear whether he conceived of 
deals being concluded at the non-equilibrium prices or not. If 
they are, then clearly the marginal-utility ratios of the partici- 
pants are changed and so arc their demands and supplies. Con- 
sequently, the equilibrium price will be different from what it 
otherwise would have been. If no transactions take place, 
Walras’s equilibrium will arise. But to include this condition in 
the assumptions one would have to suppose, with Edgeworth, 
that there is continual ‘recontracting’, each deal prior to the 
establishment of equilibrium, being provisional only.^ 

^ L. Walras, jSUments dEconomie politique pure (1926), p. 103, There is now 
available an admirable English translation, excellently edited by a dis- 
tinguished Walras scholar: Walras, Leon, Elements of Pure Economics^ trans- 
lated by William Jafie (1954)- 

• ibid., pp. 34-71. ® F. Y. Edgeworth, Papers (1925), vol. ii, p. 31 1* 
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Once we have these equations of supply and demand at equi- 
librium prices for each good, we can proceed, as Walras did, 
to the problem of general exchange equilibrium. Here again 
Walras used a special device of his own, that of the numeraire. 
This is one good which is used as a standard of reckoning. It is 
not, however, money in the ordinary sense of the word, because 
Walras assumes that it is merely an accounting unit and that 
there is no demand for it except that which is bound up with its 
non-monetary qualities. The use of this device enables us to say 
that if there are n goods, we have n — i equations of supply and 
demand (the one for the numiraire is derived from the others) 
and n—i unknown prices to determine. This, Walras said, 
means that there is a determinate solution for the problem of 
general equilibrium.^ Walras’s method of analysis gives a 
picture of the general system of the interdependence of prices, 
demands, and supplies; but it is weakened by the already 
mentioned obscurity in his method of connecting it with 
marginal utilities. 

That Walras was very anxious to preserve this link, on account 
of the implications which it might be said to have for policy, is 
clear. Wicksell reports that Walras was led to his economic 
analysis by a desire to build up a strong case in favour of laisser 
faire, in answer to an attack by a follower of Saint-Simon.^ As a 
result, Walras gives another series of equations which reverse 
Jevons’s procedure and take prices, rather than quantities 
exchanged, as independent variables. Walras shows that, given 
certain prices, each individual will proceed to exchange until 
the ratio of the marginal utilities of the two goods is to him equal 
to their ratio of exchange. This gives us determinate supply and 
demand functions, a number of equations equal to the number 
of unknowns, and thus determinate equilibrium.® It has recently 
been urged against this reasoning that, like that of Jevons, it 
really abandons the causal-genetic problem, that is, the problem 
of the origin of price from its subjective value roots.^ This 
judgment seems justified. It makes Walras an important pioneer 
of the modern trend which is to abandon the search for the 

^ L. Walras, jSUments d*£conomie politique pure, pp. 109-33. 

* K. Wicksell, Lectures on Politkal Economy, vol. i (i 937 )> PP* 73 ~ 4 * 

* L. Walras, Elements d' Economic politique pure, pp. 72-106. 

* H. Mayer, ‘Der Erkenntniswert der funktionellen Preistheorien*, Die 
Wirtschaftstheorie der Gegenwart, vol. ii, pp. 188-99. 
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origin of value in favour of a purely formal but completely 
general theory of functional interdependence. 

Another criticism of Walras’s theory is directed against the 
conclusions which he draws from it. Like Jevons, he was inclined 
to argue that free competition resulted in a maximization of 
utility. ^ But as later writers proved, the fact that at a price other 
than one fixed by competition some parties might wish to con- 
tinue to exchange, while others would not, does not entjitle us to 
say that on balance there is a sacrifice of satisfaction, ^e have 
no standard of comparison by which this could be sciei^tifically 
established. But common sense supports Wickscll’s view that 
since changes in the distribution of property might clearly be to 
the advantage of some people (in some cases, of a majority of 
the people), intervention in competition which alters price 
and, therefore, the distribution of property, might also produce 
an advantage to a majority.^ 

Walras’s theory of production is an attempt to apply his 
general equilibrium analysis to the problem of the pricing of 
factors. It is, therefore, only a special case of his theory of value. 
By a different path (the details of which are not important to 
our present purpose) he reached a position not unlike that of the 
later Austrians. His solution was one of the earliest statements of 
the opportunity-cost principle and of the modern marginal- 
productivity theory. The other part of the theory, that con- 
cerned with capital, was sketchy and incomplete. 


The Second Generation 

Alfred Marshall, After the passing of its founders, the 
marginal utility analysis becomes the accepted basis of economic 
theory. What follows is almost entirely a process of refinement. 
Some of the writers who have been responsible for this process 
during the last seventy-five years might almost be counted 
amongst the founders, and the work of others is a part of the raw 
material of the theorists of to-day. 

In what might be called the second generation of the marginal- 
utility school three broad groups may be distinguished: the 
English, the Austrian, and thatofLausanne. They represent three 

^ L. Walras, Elements d^^conomie politique pure^ p. 09 * 

* K. Wicksell, lectures on Political Economy^ pp. 77-8. 
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versions of a common doctrine rather than three separate 
schools of thought. From a technical point of view the differences 
between them are not negligible. But seen in a wider historical 
perspective their agreements are their more obvious features. 
They all begin with Menger’s wirtschaftende Mensch^ they all 
accept Gossen’s laws as the fundamental characteristics of 
individual conduct, they all think in terms of infinitesimal incre- 
ments and decrements (that is, they accept the concept of 
the margin) and they all analyse the conditions which are 
required to satisfy an equilibrium situation. The differences 
that remain relate to formulation and emphasis. 

The English school is represented by the work of Alfred 
Marshall (1842-1924). In one way Marshall belongs to the first 
generation. He began his economic studies — after a mathe- 
matical training and the awakening of an interest in meta- 
physical and ethical problems — in 1867, is at a time when 
Mill was still alive and when Menger, Jevons, and Walras were 
not yet on the scene. It is known that by 1871, the year in which 
jevons’s Theory and Monger’s were published, Marshall 
had already developed a similar approach. Under the influence 
of Cournot, von Thiinen and Bcntham, and of his own mathe- 
matical background, Marshall was beginning to translate many 
of the theorems oi' Ricardo and Mill into diagrammatic 
language. He adopted the utility view of value; and he seems to 
have reached the conclusion that ‘our observations of nature 
. . . relate not so much to aggregate quantities, as to increments 
of quantities’,’ independently of Jevons. But his first substantial 
contributions to economic theory were not published until a few 
years after those of Jevons. The two papers on the Pure Theory 
of Foreign Trade and the Pure Theory of Domestic Values and the 
Elements of Economics of Industry^ in which he had collaborated 
with Mrs. Marshall, were published in 1879. His chief work, the 
Principles of Economics^ appeared in 1890. 

It is not easy to give a brief summary of Marshall’s ideas. But 
the following may be mentioned as special characteristics of his 
system of thought. Compared with the Austrian and the pure 
mathematical economists, Marshall’s break with the English 
tradition appears much less marked. He was himself a mathema- 

^ A. Marshall, Principles of Economics, Preface to the first edition (8th 
edition. 1927), p. x. 
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tician who could, and did, employ the algebraic or geometrical 
technique to show the precise relationships between different 
variables in certain well-defined situations. But there can be 
little doubt that Marshall was never fully satisfied with the study 
of the pure mechanics of abstract forces working in isolation. His 
Principles might well have carried a sub-title similar to that of 
Mill’s treatise. For Marshall was a realist, keenly aware of the 
complexity of economic life, anxious to use to the full ainy scien- 
tific apparatus which he could develop, but conviri^ced that 
there must remain a residuum of fact which could not, ks yet, be 
satisfactorily assimilated by that apparatus. He was also anxious 
to expound the results of scientific inquiry in terms which could 
be generally understood. For he was, above everything, deter- 
mined to see that economics continued to be regarded as pro- 
ductive of fruit: as able to give counsel and to influence policy. 
His apparatus of analysis was designed to preserve this contact 
between theory and policy. 

Compared with the work of many of his contemporaries, 
Marshall’s system appears eclectic, or even lacking in internal 
consistency. But this is an impression produced by the very 
elaborate quality of his system. Marshall was far from averse to 
formal analysis. But he aimed at preserving and linking up a 
scries of formal analyses, each on a different level of abstraction 
and each relating to a different set of real tendencies. As a con- 
nected whole they would, he thought, present a true and fairly 
detailed picture of economic reality. Marshall’s formulation of 
the theories of value and distribution, together with a host of 
subsidiary theories, which might impress one by their eclectic- 
ism, all involve a technique (based on the use of a special time 
element) which is derived from three closely connected aims: 
comprehensiveness, realism, and significance for economic 
policy. 

Marshall’s central doctrines of value and distribution reflect 
these aims. They combine marginal utility with subjective real 
cost. The forces behind both supply and demand, according to 
Marshall, determine value. They are to be conceived of as the 
two blades of a pair of scissors: it is useless to ask which does the 
cutting. Behind demand is marginal utility, reflected in the 
demand prices of buyers (the price at which given quantities will 
be demanded) ; behind supply is marginal effort and sacrifice, 
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reflected in the supply prices (the prices at which given quanti- 
ties will be forthcoming) . 

The novelty of this view, compared with the Austrian version, 
is that cost of production comes into its own once more as a 
determinant of value. Marshall distinguishes between real cost 
of production and expenses of production, though he does not 
always adhere strictly to the latter term.^ The former consists 
of the disutility of labour, together with the sacrifice involved in 
providing the necessary capital. Marshall abcindons Senior's 
term abstinence, which was too suggestive of an apologetic 
intention, in favour of the term ‘waiting’, that is the mere absten- 
tion from consumption in the present. But since he also speaks 
of it as the postponement of gratifications which involved sacri- 
fice and for which interest was the reward, ' he clearly had in 
mind something similar in kind to the toil and trouble of labour. 
Both elements which made up real cost were thus subjective. 

Marshall guarded himself against the suggestion that if the 
money costs of production of two commodities were the same, 
their real costs were the same also. ‘ If it be given’, he said, ‘ that 
twenty minutes’ work by a physician, or two days’ work by a 
watchmaker, or four days’ work by a carpenter, or a fortnight’s 
work by an agricultural labourer, can be bought in a given 
market for a guinea, and that the sacrifice involved in the loan 
of twenty guineas for a year can be bought by a guinea, then 
these several efforts and this abstinence are equivalent to one 
another for the purposes of the machinery of exchange. . . .’ But 
when we speak of the ratio of the cost of production of two com- 
modities, we must remember ‘that one aggregate of diverse 
efforts and abstinences does not bear a ratio to another’. We are, 
therefore, forced to assume the existence of ‘ an artificial mode of 
measuring them in terms of some common unit, and refer to the 
ratio between their measures’.'*^ ‘These various efforts and 
abstinences . . . are certainly not equal to one another. But they 
would all exert an equal influence upon value; because their 
economic measures, the expenses which would have to be incurred by 
anyone who would purchase them^ are all equal.’* 

^ A. Marshall, Principles of Economics, p. 339. * ibid., p. 587. 

® A. Marshall, ‘Mill’s Theory of Value’ in Memorials of Alfred Marshall 
(cd. A. C. Pigou, 1925), p. 125. 

* A. Marshall, Principles, pp. 92-3 (footnote). 
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The same caution is evident in Marshall’s view of the relation 
between money demands and marginal utility. He did not go 
the way of Cournot or the later mathematical theorists and 
sever the link between subjective states (wants and their satis- 
faction) and the objective phenomena of demands in the market. 
But he was aware of some of the difficulties involved in main- 
taining this connection. On the analogy of the relation between 
real money cost, he said that ‘it cannot be too much insisted 
that to measure directly, or per se^ either desires or ;the satis- 
faction which results from their fulfilment is impossible, if 
not inconceivable. If we could, we should have two accounts 
to make up. . . . And the two might differ considerably. . . . 
But as neither of them is possible, we fall back on the measure- 
ment which economics supplies, of the motive or moving force 
to action: and we make it serve, with all its faults, both for the 
desires which prompt activities and for the satisfactions that 
result from them.’^ 

One of the most characteristic Marshallian concepts, that of 
‘consumer’s surplus’, follows from the above view. This term 
expresses the surplus satisfaction derived by a consumer when- 
ever he can buy a good at a lower price than that which he 
would be willing to pay rather than go without the particular 
good. The notion follows directly from the difference between 
total and marginal utility. This is not the place to examine it in 
detail; but it may be said that those who have attacked the 
concept have urged that no measurement of the surplus satis- 
faction implied in consumer’s surplus is possible. Marshall never 
suggested that it was, except on the very abstract assumption 
that the marginal utility of money was constant. The concept 
was used by him rather as a counterweight to the more usual 
analysis of producer’s surplus. He used it to demonstrate the 
effects of taxes on commodities with elastic and inelastic de- 
mands. With it he tried to show which kind of government 
intervention was desirable. The whole field of ‘welfare eco- 
nomics’, of which Marshall’s disciple and successor. Professor 
Pigou, is the founder, really rests on considerations of which the 
consumer’s surplus doctrine is the intellectual ancestor. 

^ A. and M. P. Marshall, The Economics of Industry (2nd edition, 1881), 
p. 97, quoted by C, Guillebaud, ‘Davenport on the Economics of Alfred 
Marshall’, Economic Journal^ March 1937, p. 26. 
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Apart from his formulation of the connection between utility 
and demand and disutility and cost, Marshall’s special con- 
tribution to the problem of value and price lies in his analysis of 
the equilibrium between supply and demand. This is based on 
his distinction between the different periods of time over which 
the forces tending to establish equilibrium are conceived to be 
operating. Marshall distinguishes four cases. First, there arc the 
market values equating supply and demand, when supply is 
assumed to be fixed. Secondly and thirdly, there are the normal 
values, which may relate to short periods or long periods. In the 
former category we conceive of supply as tlie amount which can 
be produced at the given price with existing equipment and 
labour; in the latter, supply means ‘what can be produced by 
plant which itself can be remuneratively produced and applied 
within the given time’. Lastly, we can widen our field of vision 
so as to include the changes in the economic 'data’: population, 
tastes, technique, capital and organization; we shall then be 
having in mind the slow, secular changes in normal values.^ 

Marshall’s apparatus is elaborate because of the purpose for 
which it is devised. By making possible the distinction of 
different degrees of adjustment, it becomes capable of applica- 
tion to concrete problems. This ‘step by step’ or ‘partial equili- 
brium’ method was not perhaps different in kind from the 
general equilibrium analysis of Walras. But it was designed for 
different, more realistic aims. It was also a method which was 
well adapted to the task of generalizing the propositions of the 
theory of value. In Marshall’s treatment, the principle of substi- 
tution at the margin became the operative principle of economic 
equilibrium. Like the equations of Cournot and Walras, it was 
used to make clear the functional relationship of all economic 
categories. The special place given to the distinction between 
adjustments over different periods of time also helped to join 
together the problems of supply, demand, and price of goods 
with those of the supply, demand, and price of the factors of 
production. Exchange, production, and distribution became 
thus closely interrelated; and it depended on the period of 
time taken into account whether the tracing out of the path to 
equilibrium involved the factors appropriate to one or more of 
them. 

’ A. Marshall, Principles^ pp. 37^'^. 

399 



MODERN ECONOMICS 

Long-period equilibrium, though still a partial equilibrium 
(in the sense that it does not imply a position of equilibrium as 
between the industry examined and all others), tended to bring 
about prices proportional to the expenses of production. In this 
position, ‘the earnings of each agent are, as a rule, sufficient 
only to recompense at their marginal rates the sum-total of the 
efibrts and sacrifices required to produce them’.^ But Marshall 
was careful to point out that even in the long run the earnings of 
the factors of production were not identical with theirreal costs 
of production. That could only be true when general equilibrium 
has been reached, that is in the unreal world of the ‘s^tionary 
state’. The forces making for equilibrium in the long I'un must 
be conceived of as continually tending towards the position 
implied in the stationary-state concept. But in the real world 
this position would never be reached. 

This particular form of equilibrium analysis was productive 
of many concepts which arc now in general use. The notion of 
‘elasticity of demand’, and the ‘principle of substitution’ for 
instance, have become accepted parts of the theory of exchange. 
The distinction between ‘prime’ and ‘supplementary’ costs has 
been an important aid in the theory of production. Other 
concepts, however, such as that of the ‘representative firm’ and 
of ‘exteirnal’ and ‘internal economics’, have been found less 
clear-cut and useful than Marshall took them to be. They have 
nevcrthele\ss helped to clarify the conditions of equilibrium. 
And the recent developments of the theory of imperfect compe- 
tition, which will be discussed later, have been inspired to a 
considerable extent by the problems posed in these Marshallian 
concepts. 

We have noticed that the Marshallian analysis of the equili- 
brium of value already includes a theory of distribution, since it 
establishes a series of relations between the earnings, the supplies 
of, and the demands for, factors and the prices of their products. 
These relations differ according to whether we assume stocks of 
goods to be fixed, stocks of factors to be fixed, stocks of factors to 
be variable but change to occur, or general equilibrium to pre- 
vail. Marshall’s use of the time factor enabled him to distinguish 
between factor-incomes that are price determining and those 
that arc price determined. He showed that this distinction was 
^ A. Marshall, Principles, p. 832. 
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not an absolute one (except in the case of the rent of land which 
he regarded as always pricc-detcrmincd), but that it depended 
on the period of time one had in mind. In the short run, the 
incomes of many factors arc in the nature of rent; they are wliat 
Marshall called ‘quasi-rent’. 

Apart from these considerations, Marshall applied his long- 
period normal value to both labour and capital. In the long run, 
Marshall argued, there would be a tendency for the earnings of 
factors to equal their marginal n^al cost: interest would tend to 
be identical with the marginal sacrifice involved in saving, wages 
with the marginal disutility of effort. Marshall did not discard 
the marginal productivity doctrine of wages and interest. But 
he argued that this should be regarded as a part only of a com- 
plete theory of distribution — that which related to the forces 
governing the earnings of factors on the demand side. ^ 

In other wcmls, as in the theory of exchange, so also in that 
of distribution, Marshall was anxious to preserve the dual 
character of the ‘j^air of scissors’. 'Ehe emphasis on real cost was 
vital for the dynamic purposes of the theory. With its aid, the 
repercussions of changes in one quantity on all the others could 
be brought out. As lias recently been pointed out, ‘the signifi- 
('aiicc of real costs lies in the fact that, whenever important 
divergencies occur between the trend of' actual realized values 
and tlic long-period trend of normal value (behind vWiich in 
turn arc real cost clcmciits wliich influence normal values), then 
economic forces will be set in motion which will alter the 
trend of actual values — the change being in the direction c)f the 
long-period equilibrium’. ^ It was because Marshall realized 
that an ultimate cost analysis was an iudis]:)cnsable part of a 
theory of value that he was always anxious to defend Ricardo 
against jevons and his followers, 

Marshall was, however, so cautious in his formulation that 
almost in spite of himself he shows up the unsatisfactory features 
of that aspect of the theory. For the subjective cost factor must 
always remain quantitivdy unprccisc. And ‘waitings’ and ‘ef- 
forts’ do not run well in double harness. For this very reason 
Marshall often speaks of real cost in terms which seem to exclude 

^ A. Marshall, Principles, p. 518. 

* C. Guillebaud, ‘Davenport on the Economics of Alfred MarshalF, 
Economic Journal, March 1937, p. 30. 
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any reference to ultimate psychological states. His theory then 
becomes purely ‘bchaviouristic’: the ‘sacrifices’ of abstinence 
meaning nothing more fundamental than the desire to demand, 
and the ability to obtain, a reward for a particular act of 
choice. This is very much akin to the opportunity-cost 
principle first enunciated by Wiescr. The only difference is 
that the Austrians, in their formulation of the theory, assumed 
either that the quantity of the factors of production was given 
or, at any rate, that it was an independent variable^ Marshall, 
on the other hand, allowed the supplies of factors to be variable 
and to be in part determined by price, so as to \ make his 
apparatus more suitable to dynamic problems. 

There thus remains some dichotomy in Marshall’s great sys- 
tem. Real cost is preserved, but is given a subjective cliaracter. 
However, it is often robbed of any substantial meaning by 
the way in wliich it is formulated. On the demand side, 
desires and satisfactions are preserved, though they too are 
hedged round with major qualifications. I'hc reason for this 
dichotomy is Marshall’s spiritual kinship with Mill. In spite 
of his disclaimer of any utilitarian bias, Marshall was essentially 
a latter-day utilitarian, that is a liberal social reformer. Though 
anxious not to abandon any arguments which modern economics 
could offer in favour of the existing economic system in general, 
he was also most anxious not to close tl\e door on proposals for 
specific reforms. His political compromise was similar to 
Mill’s and, like the latter’s, often uneasy. But his analytical 
genius enabled him to build an economic theory sufficiently 
comprehensive to be acceptable to the greatest variety of 
political opinion which that compromise could attract. It was, 
in any case, an economic theory of a most fruitful kind for 
subsequent development in the apparatus of economic analysis 
and in the evolution of practical aids to statesmenship. 

Wieser and Bohm-Bawerk, Compared with Marshall’s achieve- 
ment, the work of the later Austrians, though more rigorous 
in appearance, is both more narrow in scope and more arid 
in conception. Menger had two great disciples, Friedrich 
von Wieser (1851-1926) and Eugen von Bohm-Bawerk 
(1851-1914). Though both arc better known in English-speak- 
ing countries than Monger, their writings do not contain 
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any fundamental changes of the views of their master. In the 
pure theory of value they merely refine the subjective approach 
originated by Menger. The individual and his wants is still the 
beginning and end of the analysis. Utility is still conceived of in 
the sense of ‘significance for conduct’. Wicser and Bohm- 
Bawerk seem to stress the purely formal character of subjective 
valuation even more than did Menger. Among innovations in 
this field may be mentioned Wieser’s introduction of the term 
Grenznutzen (marginal utility) in his Ursprmg und Hauptgesetze des 
wirtschaftlichen Wertes (1884), and Bohm-Bawerk’s more precise 
statement of the formation of market prices by the bidding of 
‘ marginal pairs ’ in his Grundzuge einer Thcorie des wirtschaftlichen 
Guterwertes (1886). 

Both Wieser and Bohm-Bawerk were, however, responsible 
for certain additions to the body of Austrian tlieory which have 
given their work a characteristic imprint. Wieser’s achievement 
lies in the theory of cost and distribution; Bohm-Bawerk’s in the 
theory of capital and interest. The early Austrian theory of 
exchange-value had a gap of which Menger himself was con- 
scious. This consisted of an omission to deal with cost. Here 
Wieser set in with an analysis which brings him nearly to the 
Marshallian position. In the Ursprmg he almost appears to make 
value depend on both utility and cost. But in reality his solution 
is different from that of Marshall. Wieser, and all the other 
Austrians after him, do not use a real-cost concept. Disutility 
and other sacrifices in the traditional English sense have no 
place in their theory. Utility alone is the cause of value. And if 
utility is conceived of in a purely formal sense (that is, as relative 
preference inferred from observed acts of choice), disutility is 
merely an unnecessary duplication. All choice can be said to 
involve sacrifice, in the sense that to choose A involves fore- 
going B. The disutility of labour and the sacrifice of waiting can, 
therefore, be adequately explained in terms of preference for 
income or leisure, and for present or future goods. 

In Wieser’s view, the formation of value is a circular process. 
Like Menger, he regards the value of goods of a higher order as 
being derived from the value of their products. This derived 
value then becomes the cost element. Once formed, this may be 
accepted as given; but it is logically secondary. The actions of 
the entrepreneur are responsible for the continual tendency 
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towards equality at the margin between cost and price. They 
exercise a demand for raw materials, capital goods, and labour 
in the respective markets, according to the existing or anticipated 
demands for the products. Errors are inevitable; but the forces 
of supply and demand will continually tend to correct errors 
made in the past. Wieser’s Taw of cost’ or the opportunity-cost 
principle, as it was later called, amounts to this: given the 
quantity of the factors of production, competition for factors in 
the different lines of employment will distribute theip in such a 
way that the values of their different products allqw them to 
earn the same total amount in every alternative use. \ 

This theory really involved abandoning the seareJh for real 
cost, which, for reasons already stated, the classical and post- 
classical economists had regarded as desirable. But it was a 
theory of great elegance which seemed to make the whole 
marginal-utility analysis — at any rate in its more formal guise 
as a theory of choice — comprehensive and self-consistent. With 
minor variations, it was widely accepted and propagated by econ- 
omists like Davenport and Wicksteed; and it became one form 
in which the marginal productivity theory could be stated. 
Moreover, as was noted above, some of Marshall’s formulations 
of the real cost doctrine removed much of the conflict with the 
opportunity-cost theory, leaving only the formal difference relat- 
ing to the assumption about the supplies of factors. But this was 
not a substantial difference: Walras, for example, succeeded in 
formulating the theory of opportunity-cost on the assumption 
of variability of factor supply in a way similar to the English 
real-cost theorists. 

Another point worthy of notice in Wieser is his doctrine of 
natural value which appears in Der Naturliche Wert (1889) and in 
Theorie der gesellschaftlichen Wirtschaft (1914). The indirect signifi- 
cance of this concept is considerable. Wieser had perhaps done 
more than any other economist to complete the transition from 
the socio-historical approach of the classical theory of value to 
the individualism of the marginal utility school. His law of cost 
effected the final breach with the objective real-cost theories. 
Yet he himself seems to have felt that there were some short- 
comings in pure subjectivism. He knew that economics was con- 
cerned with a social process, that it had, therefore, to be based 
on the concept of a social economy. He saw that this concept 
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involved certain institutional assumptions which, if slurred 
over, might be held to give the subsequent theory an apolo- 
getic character. He proceeded, therefore, to make his assump- 
tions explicit. ‘Most theorists,’ he argued, ‘particularly those 
of the classical school, have tacitly made the same abstraction. 
In particular, those opinions which regard price as a social 
value judgment are designed to abstract from individual 
differences of purchasing power which make price deviate from 
natural value. Thus, many a theorist has written the theory of 
value of communism without knowing it. . . Natural value is 
the Value which would result in a ‘communist’ state. Here, owing 
to the postulated absence of individual selfishness, errors, in- 
equalities of wealth and llie presence of a strong communal pur- 
pose, the theoretical analysis of the acts of choice of an individual 
would be applicable to the economy of tlic community as a 
whole. Value would be the resultant of the available quantity of 
goods and of utilities. In the real world, however, natural value 
is only one clement in the formation of price. The existing distri- 
bution of purchasing powxr together witli error, fraud, and 
compulsion is the other. 

Natural value, Wicser claims, is a completely neutral pheno- 
menon. Although it would be present in a collective economy, 
this does not mean that the natural values of interest and rent, 
for example, need give a right to an income. Whether they do or 
not depends entirely on the institutional structure of the state. 
Wieser succeeds to some extent in emancipating himself from 
the common error of tacitly identifying an implied institutional 
framework with reality. But he does not remove the political 
norm altogether. He implies an identity between his system of 
natural values and the social maximization of utility of hedonist 
philosophy. Although analytically superior to similar attempts 
(for example of the American economist J. B. Clark), Wiescr’s 
doctrine rests on the assumption common to them all that it is 
possible to conceive of a subjective social value. Such a concept, 
it is clear, must be self-contradictory except on the most special 
assumptions regarding human nature and the springs of human 
conduct. 

Bohm-Bawerk’s special contribution lies in his theory of 
capital. In 1889 he published his Geschichte und Kritik der 
^ F. V. Wieser, Der Moturliche Wert ^ 1889)5 p* 60. 
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Kapitalzinstheorien^ in which he criticized somewhat ungenerously 
all earlier interest theories. Four years later appeared the 
Positive Theorie des Kapitalzimes in which his own theory was 
expounded and in which he gave a version of his general theory 
of value similar to that contained in the Grundzuge. A number of 
influences contributed towards Bohm-Bawerk’s theory of capital. 
The first was the desire to apply more consistently the theory of 
marginal utility to the problem of interest. The S(^cond was 
derived from the later neo-classical English and Geiman pro- 
ductivity and wage-fund theories. The third — as an incentive, 
perhaps the most important — was Bohm-Bawerk’s anxiety to 
destroy the influence of Marx, which had grown considerably 
on the Continent. 

Briefly, the existence of interest and its size are explained on 
three grounds — the famous drei Grunde. These reasons combine 
both subjective and objective (technical) factors; a combination 
which was clearly designed to overcome the difficulties of the 
abstinence theory and the subjective real-cost theory in general. 
Bohrn-Bawerk’s doctrine had, however, this in common with the 
others, that it started from a consideration of the significance of 
time in relation both to consumption and production. 

The first two grounds are psychological and relate to consump- 
tion. Bohm-Bawerk argues that individuals faced with the choice 
between present and future goods normally overestimate future 
resources and underestimate future wants. Hope is the cause of 
the former, lack of imagination and weakness of will are those of 
the latter peculiarity of choices which involve tlie lapse of time. 
These two causes operate to increase the marginal utility of 
goods in the present compared with their marginal utility in the 
future. They create an agio; and to call forth a supply of present 
in return for future goods, that agio has to be paid. 

The third factor is of a technical character; it affects produc- 
tion, and it accounts for the existence of a demand price for 
present, in terms of future, goods. It is a fact of experience that 
if the original factors of production, labour and natural re- 
sources, are to be more productive of consumable goods, they 
have to be used in an increasingly indirect manner. The whole 
progress of civilization on its technical side consists, according 
to Bohm-Bawerk, in the adoption of more ‘roundabout’ methods 
of production. From the making of simple tools and instruments 
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to the production of the most elaborate modern machines, pro- 
gress has meant embarking on Produktiomimxvege^ on the inter- 
polation of more intermediate stages between the original factors 
and the finished consumption goods. 

Roundabout production creates a demand for capital. Means 
of subsistence arc required (either directly or in a monetary 
form) to maintain the owners of the factors during the time 
which must elapse before fresh (and more abundant) consum- 
able goods are available. And the great productivity of these 
‘capitalistic’ methods of production enables a price to be offered 
in order to overcome the time discount between present and 
future goods. Here, then, was an explanation why interest had to 
be paid and why it could be paid. And it was put forward to 
prove that interest was a ‘natural’ phenomenon — a necessity 
from which not even a socialist economy could escape.^ This 
explanation depended in the last resort on the general marginal- 
utility theory of value. Although Bohm-Bawerk claimed that 
any one of his three grounds was alone sufficient to explain the 
presence of interest, it is clear that the subjective factors were the 
ones which really created that scarcity of means in relation to 
ends without which, according to the Austrians, value could not 
arise. Against these subjective factors a number of objections 
have been urged. Not only was the existence of this time- 
preference questioned; even if it exists, it was argued that it has 
no quantitatively precise significance, In any case, time- 
preference — as indeed all so-called consumers’ preferences — 
is conditioned by a particular social framework. If, therefore, 
there is an agio^ it is due in its concrete form, not merely to 
human nature, but to social factors such as income distribution. 
Anything like a ‘natural right’ to a particular income from 
capital could not be deduced from the theory without a slurring 
over of specific social facts. 

In a suitably 'purified’ form, this theory of capital and inter- 
est does not carry these implications. And Bohm-Bawerk’s 
merit was to have provided a starting-point for theoretical 
work in this field, which can be, and has been, free from any 
particular socio-historical element, and partakes entirely of the 
nature of tool-making. It has also served as an important 

^ E. V. Bohm-Bawerk, The Positive Theory of Capital (1923), pp. 365-7. 
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stepping-stone in the theory of economic fluctuations. 

Vilfredo Pareto. The last of the great writers of the second 
generation is Pareto (1848-1923). Pareto’s interest in economics 
came after twenty years’ practice as an engineer, which had 
followed a training in mathematics and the physical sciences. 
This background, combined with a strong and lasting interest 
in the economic aspects of current political problems, explains 
much of Pareto’s approach to economics. He becam^ interested 
at an early stage in the application of mathematic:^^ to econo- 
mics, both in the sense in which Cournot had urged such an 
application, as well as in the use of statistical techniques in 
empirical studies. This mathematical interest attracted the 
attention of Walras and caused him to choose Pareto as his 
successor at Lausanne, thus definitely establishing a ‘Lausanne 
school’. 

Pareto’s first large work was based on his lectures at Lausanne. 
The Cours d'Economie Politique (1896-7), although much less 
important for present-day theory than Pareto’s later writings, 
is nevertheless indispensable for an understanding of , Pareto’s 
intellectual development. It continues the work of Walras by 
emphasizing the value of the concept of general equilibrium and 
by setting out what Pareto conceived to be the mathematical 
conditions of general equilibrium. From the simple mathemat- 
ical rules concerning the determinancy of a system of equations of 
n variables, Pareto proceeds to show, in the same way as Walras 
had done, the general interdependence of all economic quanti- 
ties and the theoretical legitimacy of the concept of a determin- 
ate general economic equilibrium. Pareto is not, however, 
content with theoretical validity only. In the Cours he professes 
the hope that all the variables in his algebraic equations may 
one day be filled with quantitative values derived from statistical 
data. Pareto does not seem to have been aware of the methodo- 
logical difficulty here, the conflict between the conditions 
underlying the abstraction of an algebraic system and the 
inevitably historical character of statistics, a difficulty which 
was forcefully pointed out by one of his early critics.^ His subse- 
quent development suggests, however, that he had abandoned 

^ L. V. Bortkiewicz, ‘Die Grenznutzentheorie als Grundlage einer ultra- 
liberalen Wirtschafispolitik’, Jahrbuch fur Gesetzgebung, Verwaltung und 
Volkswirtschaft, vol. xxii, p. 1191. 
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his hope of ever quantifying his functional equations. Pareto’s 
approach enabled him to emphasize and to elucidate the 
relationships of complementarity and substitution. In this 
respect, while he himself may not have gone so far as Marshall 
in details, at least in his earlier work, his approach appears to 
have been more suggestive and on it much recent work has 
been based. 

On the general problem of the utility foundation of value, the 
Cours clearly shows, by its confusion, the beginning of an uneasi- 
ness in Pareto’s mind. The basic approach to the problem 
of value is still strongly subjective, the individual’s gouts and 
obstacles being the poles of economic activity. But although 
Pareto is not clear about the 'ordinal’ character of utility (which 
had been emphasized by Mengcr), there is already in evidence 
some tendency to ignore the psychological premiss and to con- 
centrate on the empirical fact of choice. An indication of some 
awareness of the confusion to which the utility concept is apt to 
lead is to be found in Pareto’s distinction between different types 
of human action, in particular those which find their rationale 
solely in the observed preference of the individual, and those 
which can be referred to some objective standard. It was in 
connection with the former, which, according to the marginalist 
school, alone mattered in economic theory, that Pareto sug- 
gested replacing utility as the motivating characteristic of the 
object of desire by the more colourless term ophelimiiL But his 
treatment was not sufficiently different from that of the earlier, 
still hedonistic, utility theorists, and the new term did not, 
therefore, succeed in ousting the old. 

The Cours is especially interesting for its many disquisitions on 
social and political problems in general. Pareto’s methodological 
position is one in favour of an absolutely formal and positive 
theory and of the purging of economics of all ethical elements. 
Yet the Cours is full, if not of normative postulates, at any rate 
of categorical statements on matters which, from the point of 
view of his methodology, Pareto should have regarded as extran- 
eous to economics. There is, first, the already mentioned distinc- 
tion between types of human action which is made use of for the 
construction of certain (implied) social norms. Then there are 
references to broad trends of history, and there is also a consist- 
ent attempt to provide some philosophy of social change. Here 
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the chief theoretical concept is a distinction between the forces 
coercives and the forces automatiques of society. 

Pareto’s hypothesis is that human progress involves an increase 
of the automatic elements in the regulation of social affairs 
at the expense of the coercive ones. The distinction between 
the two forces is not made very clear, nor is the hypothesis 
proved. Indeed, Pareto’s definition of what constitute coercive 
jforces was clearly designed for purposes of current political 
debate rather than as an explanation of the broad niovements 
of the past. Social legislation, for example, is therefore\regarded 
as a retreat from the progress of civilization. Socialism is 
rejected, not because it could not work in the economic sphere 
(indeed Pareto believed that it could be shown that a socialist 
ministry of production might, in theory, arrive at exactly the 
same economic ‘plan’ as that which would result from the 
equilibrating forces of an ideal laisser faire capitalist economy) , 
but because it represented a victory of the coercive forces. A 
list of past instances of the inefficiency of state action is drawn 
up and is made into a general indictment of both partial state 
regulation and socialism. Even the cflcctivcness of the waging 
of war (or the preservation of peace) through the machinery 
of the state is questioned. 

Of the problems treated in the Cours which are rot connected 
with the central issues of economic theory, there is one which 
deserves to be mentioned, Pareto’s ‘law’ of income distribution. 
On the basis of some statistical studies, Pareto concludes that 
income distribution shows a high degree of constancy for 
different times and countries. If the distribution is plotted on a 
logarithmic graph, it will appear as a straight line sloping down- 
ward to the right, the inclination of which is extremely stable, 
and can therefore be regarded as the numerical expression of a 
law of income distribution. 

We cannot pause here to discuss the details of this law or 
the many criticisms to which it has been subjected. It may be 
pointed out, however, that these criticisms have been directed 
both against the adequacy of the statistical evidence as well as 
against the value of Pareto’s special definition of inequality of 
income. What is more important to our purpose is the use to 
which Pareto puts this ‘law’. In the first place he believes that 
the constancy of inequality in the distribution of income reflects 
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inequality of human ability, which is a natural and universal 
category. Even before more numerous statistical tests had been 
made, it was pointed out^ that, to prove his point, Pareto 
would have to show that there is at all times and in all places 
a definite distribution of human beings according to their 
ability to earn income, and that the actual distribution of 
income was exclusively determined by the ability distribution. 
The Cours certainly did not provide such a proof, and subsequent 
evidence of marked long-period changes in the distribution of 
income has almost completely deprived Pareto’s ‘law’ of its 
statistical foundation. Pareto’s further conclusion, that a reduc- 
tion in inequality could only be achieved by a rise in average 
income (that is, by production growing faster than population), 
was thus also undermined. This conclusion was, moreover, 
subject to the further deficiency that it was implied in Pareto’s 
peculiar definition of inequality. ^ 

The interesting feature of the elaborate income distribution 
study is its close connection with Pareto’s general ultra-liberal 
attitude as expressed in the Cours. The immutable character of 
inequality and the fact that it could be mitigated only by a rise 
in production harmonized well with the intransigent laisserfaire 
position which Pareto held at the time. His income study pro- 
vided an apologia for the inequality which social reformers were 
attacking, as well as arguments against the means which they 
suggested for curing it. 

Pareto’s subsequent work shows marked and interesting 
changes from his original position, both in regard to economic 
theory and to politics. The chief feature of these changes is that 
the more traditional treatment of value of the CourSy which had 
gone hand in hand with a strong belief in an economic justifi- 
cation for laisser fairey is abandoned. And together with the 
development of a new approach to the value problem, there 
takes place a withdrawal from economic liberalism and an 
increase in methodological formalism. 

An indication of this new approach is given in Pareto’s short 
paper, Anwendungen der Mathematik auf Nationalokonomie (1902); 

^ L. V. Bortkiewicz, ‘Die Grenznulzcntheorie als Grundlage einer 
ullraliberalen Wirtschaftspolitik’, Jahrbuch fur Gesetzgebung, Verwaltung und 
y olkswirtschaft^ vol. xxii, pp. 1208-9. 

‘^ibid., vol. xxii, pp. 1208-9. 
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but its most complete statement is to be found in the Manuale di 
Economxa Politica (1906; French translation, 1909). It has been 
suggested by many of his followers that in this work Pareto dis- 
cards the value theory altogether in favour of a theory of price 
unrelated to subjective factors.^ Whether this is quite true is a 
matter for some debate. What is certainly true is that the theory 
of the manual is marked by an entirely new view of utility which 
seems to push towards it logical limits the purely fornlal quality 
of the modern theory of value. 

The innovation consists in stating that utility was not measur- 
able, but that a purely ‘ordinal’ conception of utility sufficed for 
the formulation of a theory of choice. In technical terms, a scale 
of preferences can be deduced for each individual without the 
assumption of determinate utility functions. The scale of pre- 
ferences as exhibited in conduct is the only determinate pheno- 
menon; any number of utility functions could fit it. Actually 
this change in outlook had been Ibreshadowed before, not only 
in the work of Cournot but also in the writings of some of 
Pareto’s contemporaries, like Irving Fisher [Mathematical Investi- 
gations into the Theory of Value and Prices^ 1B92) and Gustav 
Cassel [Grundriss einer elementaren Preislehre^ 1899). But 
Pareto’s exposition was the one which attracted the greatest 
attention. 

Pareto did not work out a complete theoretical apparatus 
based on the new view of choice. But he made an important 
start. He adopted the concept of ‘indifference curves’, first used 
by the English economist, F. Y. Edgeworth, in Mathematical 
Psychics (1881), to show the possibility of constructing a theory 
on the basis of scales of preference only. Pareto takes two goods 
and shows that a number of quantitative combinations of these 
goods will all be equally desired by the individual. All these can 
be arranged on an indifference curve to which an index can be 
assigned. Other combinations of the same goods, being either 
more or less desirable, can also be arranged on curves to which 
higher or lower indices will be given. An individual’s system of 
preferences with respect to these two goods can be represented by 
an ‘indifference map’, which will show, on the analogy of a 
contour map, different levels of satisfaction. It is then possible 

^ For example, A. Osorio, Thiorie mathimaiique de Vichange (1913), p* 
and P. Boven, Les At>plicaiiom mathemaiiques d, Veconomie politique (1912), p. 1 74 * 

412 



THE SECOND GENERATION 

to write a number of differential equations which will represent 
an equilibrium system in terms of indifference rather than of 
utility functions. 

This increasing formalism did not lead directly to a break 
with the utilitarian justification for laisser faire. At first, Pareto 
seems to try to buttress this case by the way in which he defines 
the collective maximum of ophelimite. This, he says, will be 
reached at a point from which no departure giving a gain of 
ophelimite to all participants is possible.^ As Wicksell pointed 
out,^ this is equivalent to saying that perfect competition, given 
its assumptions, will produce such a collective maximum. But 
although Pareto gets very near in this place to the sub- 
jective social value concept mentioned earlier, he proceeds to 
examine the possibilities of a collective economy and ends up 
with a perfectly ‘neutral’ conclusion. ‘Pure economics’, he says, 
‘gives us no truly decisive criterion for choosing between a social 
order based on private property and socialism. This problem 
can only be solved by taking into account phenomena of a 
different character.’^ On many particular points (notably in the 
theory of international trade), Pareto went further than this: he 
opposed policies based on the principles of economic liberalism. 
And as if to strengthen his conclusion about the ‘neutrality’ of 
pure economics, his interest turned increasingly to general social 
problems. His last substantial work was his voluminous Trai/e de 
sociologie ginerale In this, he supplemented the neutral 

and formal analysis of equilibrium economics with social-psycho- 
logical theorems which had already made an appearance in the 
Manual. 

We need not stay to analyse these in detail. They show a 
curious, if perhaps only formal, rescmbhince to Marx’s socio- 
psychology. Pareto’s system distinguishes logical from non- 
logical actions; and it introduces the notion of derivations to 
describe all those concepts and beliefs that serve to rationalize 
(though in an entirely inadequate manner) man’s non-logical 
actions. A further concept is the residue^ which is the objective 
determinant of conduct for which the derivation supplies the 

^ V. Pareto, Manuel d^iconomie politique (2nd edition, 1927), p. 354 * 

2 K. Wicksell, Lectures on Political Economy, pp. 82-3. 

® V. Pareto, Manuel dUconomie politique, p. 364. 

^ Available in an English translation under the title Muid and Society. 
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rationalizations. Finally, there is the socio-historical doctrine 
that all history is a succession of aristocracies^ which is based upon 
the theory of the circulation of elite^^ i.e. of minorities in all 
social classes, especially capable of rising to the top. 

Unlike Marx, Pareto did not attempt an explicit combination 
of his sociology and his economics; the latter remained strictly 
separate and strictly ‘pure’. It is, nevertheless, interesting to 
recall that when Pareto was faced with an actual political 
movement of strong impetus. Fascism, he became its intellec- 
tual ally. 
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The Development of American Economic Thought 

The Background 

During the last hundred years economics has ceased to be as 
much of an English science as it used to be, and there have been 
important contributions to the discussion of its central doctrines 
from many different countries. Some of these early non-English 
contributions have already been noted in the preceding chapter. 
We may now add a brief account of one of these contributions, 
that of the United States of America. In doing so, we shall be 
concerned only with those authors who bring economic thought 
up to, rather than beyond, the threshold of contemporary 
analysis. For, at that point, economic thought can no longer be 
conveniently classified into national compartments. In par- 
ticular, in the English-speaking countries inter-change and 
coalescence become the rule. Nevertheless, we shall have occa- 
sion, even later, to note certain important features of present-day 
economics which owe their existence largely to an American 
impetus. 

A word of explanation is necessary to show why the earlier 
contribution of America deserves separate treatment. Ameri- 
can economics is not particularly notable for its part in the 
introduction of the marginal-utility approach. Its claim to 
our attention rests on a different fact. The preponderantly 
English character of classical political economy can in part be 
explained by the leadership of England in the development of 
modern capitalism. It is not surprising, therefore, that the 
relative preponderance of English economic thought should de- 
cline once England ceased to be the only important capitalist 
country. Nor is it surprising that the emergence of the United 
States as the leading capitalist country should have coincided 
with a very considerable increase of American theoretical 
activity. To-day the accumulated and current output of 
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American economic literature is vast; and it is only barely an 
exaggeration to say that the study of economics, in the form 
in which we have become accustomed to it during the last 
hundred years, has its most congenial home in the United 
States. For this reason, if for no other, it would be necessary to 
examine the development and present position of economics in 
the United States. But it is not quantity alone which compels 
attention. American economics has in several significant respects 
taken a somewhat different path from that developed in Europe. 
Where its theory was imported, as in the earlier period, its 
formulations were altered to fit the new environments. Later, 
contributions which were wholly peculiar to America began 
to make their appearance. 

This history of American economic thought undoubtedly de- 
serves the long and detailed study which it has only recently 
received.^ A method similar to that which underlies this book 
can, and has, with great advantage been applied to America. 
Here, too, the relation between theory and practice make an 
instructive story. The ‘other side’ of a colonial economy, the 
beginnings of modern capitalism, the achievement of inde- 
pendence, the Civil War and the growth of a vast domestic 
market, and the beginnings of outward expansion are all trace- 
able in their theoretical reflections. 

The present chapter has, of necessity, a much more modest 
aim; it is to add to the story of the preceding pages some of the 
contributions made by Americans to modern economics. But 
even within this restricted field, some further limitation has had 
to be imposed by virtue of the general plan which underlies 
this history. Many individual writers are not dealt with if their 
contribution, however interesting in itself, is not typical of some 
major new development, or is not to be regarded as being 
peculiarly American. A considerable amount of American 
economic literature, particularly at the end of the last and 
beginning of the present century, is of this character. It consists 
to a large extent of expositions, elaborations, and refinements 
of Marshall, Pareto, and the Austrians; and mere mention, 
therefore, of special American variations on a familiar theme 
will have to suffice. 

The early period of American economic thought shows no 
Joseph Dorfman, The Economic Mind in American Civilization (1946). 
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specially noteworthy features.^ A considerable amount of 
pamphlet literature fills the hundred years from the last quarter 
of the seventeenth century to the achievement of independence. 
It is generally concerned with immediate problems and is 
almost wholly ephemeral. And much of it reproduces debates 
that had exercised public men in England and France many 
decades earlier. There are, of course, interesting individual 
variations on familiar themes. Roger Williams formulates most 
skilfully through his concept of ‘corporate freedom’, the already 
established compromise between divine command and the 
needs of commerce. William Penn, friend and follower of Petty, 
had most interesting remarks to make on the essential quality 
of a colonial economy and its relation to that of the metropole. 
During this period, too, with Penn and others a theme emerges 
which was thereafter to run through American thinking as a 
recurrent leitmotiv: monetary reform, and reliance on credit and 
paper money. But by common consent there is only one writer in 
that period who is worthy to be mentioned in the company of the 
early political economists of Europe — Benjamin Franklin 
(1706-90). Franklin does not rank very high as an original 
economic thinker. His main claim to fame rests rather on the 
broad scope of his interests and on his enlightened views on 
many political as well as scientific problems. Plis general 
position in economic theory is not unlike that of Petty, with 
whom he shared the experimental bent. The chief indica- 
tions that more than sixty years separated their writings are 
the greater evidence of physiocratic concepts and formula- 
tions and a more systematic mode of expression in Franklin’s 
books. His first work, A Modest Inquiry into the Nature and 
Necessity of Paper Currency^ published when he was twenty- 
three years old, contains a statement on the determination of 
value which is almost identical with that given by Petty in his 
Treatise. However, with a later tract, Observations Concerning 
the Increase of Mankind (1751), Franklin joined the ever growing 
circle of writers who are now known to have anticipated 
Malthus’s views on population. Franklin wrote a number of 
economic works on a variety of topics. In all of them he shows 

^ The reader should in addition to Dorfman’s work consult E. A. J. 
Johnson, American Economic Thought in the i^th Century (1932) for a detailed 
treatment. 
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himself possessed of an extremely astute mind and of a great 
respect for that pragmatic criterion which has to this day 
remained a peculiar feature of American social thought. 

Much of the immediate post-Revolutionary literature was still 
of the pamphlet type, and this state of affairs continued until 
the end of the first quarter of the nineteenth century. The fiscal 
and monetary difficulties of the Confederation gave rise to much 
discussion and to an increasing literary output. Alexander 
Hamilton and Albert Gallatin, Jefferson’s Secretalry of the 
Treasury, are probably the best-known names aipong the 
authors of that period. Jefferson himself, however, tiiough he 
was, of course, of gigantic stature in political and social philo- 
sophy generally, made only very few pronouncements on 
economic matters. 

It was not until the third decade that anything in the nature 
of systematic discussions of the economic process began to 
appear. It was not until then that the predominant agricultural 
economy of the country was modified by the kind of industrial 
development which had been taking place in England for at 
least a hundred years. Smith was republished several times, 
and American editions of Ricardo and Say were printed. It 
was, however, some years before there was much general interest 
in the work of the classics. But with the growth of industrializa- 
tion in the Atlantic states and the opening up of the West from 
the 1830’s on, there is added to the discussion of individual 
problems of policy the beginning of a systematic study of 
political economy by specialist scholars in colleges and univer- 
sities. 

The few systematic expositions of economic principles which 
date from this pre-Civil War period arc not very important. They 
generally reproduce the worst features of the post-Ricardian 
era of mediocrity, lack of penetrating thought, and a pedestrian 
regard for neatness in the exposition of the theories of the 
masters. All the early academic exponents of the subject fall 
into this class. The rare exceptions are to be found among the 
protectionists, who, whether they were writing voluminous 
treatises or slender tracts, were all pamphleteers by nature. 
John Rae’s Statement of Some New Principles on the Subject of Political 
Economy y etc. (1834) deserves mention for its attack upon the 
free-trade doctrines of the Wealth of Nations and for its socio- 
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logical theory of capital. Another protectionist pamphleteer of 
this time (although much of his work falls into an earlier period), 
Mathew Carey, may also be listed, if only for the reason that 
his name was to be perpetuated by his son, one of the few im- 
portant American economists of the early nineteenth century.^ 

Henry C. Carey ( 1 793-1879) began as a disciple of the English 
classical school and as a free trader. Like Fichte and List, he was 
soon forced by his environment to change his views. In his 
Principles of Political Economy (1837-40) and in his other works 
he held a labour theory of value and stated his belief in the 
possibility of a continual improvement of the position of the 
labouring classes. His analytical abilities were not very great, but 
his insight was acute enough to make him appreciate the dis- 
harmonious implications of Ricardianism. As is not surprising 
for one who was writing in the days of the pioneering settlers, 
he rejected the Ricardian theory of rent, which was later to be 
taken up by another important nineteenth-century American 
writer, Henry George. The problem of land scarcity did not 
exist for him; he was not afraid, as were the witnesses of the 
industrial revolution in England, of an ever-increasing tribute 
exacted by the land-owning class. His optimism and national- 
ism led him along a path which was parallel to that taken by 
List. However, it should be remembered that the ‘nationalist 
school’ which Carey founded, as well as Carey’s later ideas, 
shows that he had much more in common with various Utopian 
European social reform schools than with List and with the 
protectionism which later became so important in America. 

The end of the Civil War inaugurated an era of rapidly 
increasing economic development and theoretical activity. 
Economics became a more and more popular subject in univer- 
sity curricula, and the number of its professional practitioners 
and of books on it grew at a fast rate. The ‘ second American 
revolution’ finally cleared the ground for the expansion of 
manufacturing industry and for the full establishment of modern 
capitalism. It created a large class of industrial wage-earners, 
opened up a vast home market, and speeded up the develop- 
ment of the West and the rapid exhaustion of the pioneering 
possibilities of the frontier. It ushered in an era full of the 

^ For a detailed account see E. Teilhac, Pioneers of American Economic 
Thought in the Nineteenth Century (1936). 
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problems which Europe had been experiencing for a long time. 
It also greatly increased the range of economic activity of the 
government and the problem of economic policy. 

From that time economics becomes an institutionalized 
discipline. But although the number of university professorships 
devoted to the subject grew rapidly, it is to be noted that from 
that day to this, the practice of theoretical economic inquiry 
in America always maintained much closer and conjtinuous ties 
with business and government than it did in England. The 
period between the end of the Civil War and the lend of the 
century is marked by a division between the ‘old’ ^hool and 
the new, and by an increase of socialist activity and literature. 
To the old school belong a number of economists who had 
much in common with the post-Ricardians, against whom 
Jevons and his fcllow-marginalists were inveighing in Eng- 
land. Few of them have achieved any fame that went beyond 
the frontiers of America; Francis A. Walker (1840-97) being 
the only one of tlie group in the realm of general economics. 
Walker worked in a number of fields in all of which he dis- 
tinguished himself by a considerable energy and by the 
vigorous espousal of definite views. In monetary matters he was 
a strong opponent of the views of the banking school, and a 
faithful upholder of the quantity theory of money. He did a 
considerable amount of work in statistics for which his experi- 
ence of public office gave him the opportunity. In pure theory, 
one of his main ideas was to insist upon the distinction between 
interest and profits and to emphasize the similarity of profits 
and rent. 

But Walker is probably best known as one of the chief oppo- 
nents of the wage-fund doctrine, already abandoned at that 
time in its primitive form by most of the English economists. 
He replaced it by a residual theory of wages which was designed 
to emphasize the interest of the working class in continual 
progress and accumulation. These views are expounded in a 
number of writings of which the earliest, The Wages Question 
(1876), contains perhaps the most incisive statement. The 
general structure of Walker’s theories seems to make him most 
akin to the early nineteenth-century Continental writers, 
particularly the Germans of the Lotz, von Hermann, Hufeland 
group, mentioned in Chapter VII. He showed, however, a 
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rnucli more marked awareness of the pessimistic possibilities 
of the classical school, as witness his rejection of the wage-fund 
doctrine. And he was also much more influenced per oppo- 
sitionem by the growing American socialist movement. His 
Political Economy (1883), ^ widely used text-book at the time, 
is now perhaps most noteworthy for the robust language which 
it uses in dismissing the rapidly growing number of writings 
critical of the existing scheme of things, including the single- 
tax proposals of Henry George and the Utopia of Edward 
Bellamy. It also contains a somewhat pathetic plea for a ‘new 
Adam Smith, or another Hume’, which was to be answered 
a few years later by the appearance of John Bates Clark. 

Walker is reported to have had a strong sense of fairness and 
to have avoided an intransigent belief in laisserfaire. But his 
lack of knowledge of European theoretical developments and 
his strong antipathy to anything savouring of the radical are 
apparently in strange contrast with liis acceptance of the first 
presidency of the American Economic Association. For this 
body was founded in 1885 as the organization of the new school. 
The paradox disappears, however, when the character of this 
‘ new school ’ is examined against a background of the circum- 
stances existing at the time of its establishment. The beginning 
of the new school can be placed in the 1870’s, when the rapidly 
growing number of university professorships was filled by 
young men who had received their training in Germany. These 
men had come under the influence ot the leaders of the German 
iiistorical school and of the incipient movement of Katheder* 
sozialismus. The American Economic Association was launched 
under the impact of these two influences and appears to have 
been closely modelled on the Vereinfur Sozidpolitik, Its opposi- 
tion to the Ricardian tradition, its emphasis upon the need 
for historical studies, and its interest in social reform brought 
it into conflict with the mode of thought prevailing among 
the academic economists of the older generation. 

The hostility of the conservative economists was intensified 
by the fact that they were already engaged in an attempt to 
stem the rising tide of socialist writings. The period was one in 
which the United States began to experience the disorders that 
always seem to mark the rise of industrial capitalism. The 
growth of the American working-class movement was accom- 
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panied by a mass of literature which faithfully reflected the con- 
fusion and the gropings for a consistent critical theory of capital- 
ism which England and continental Europe showed some 
decades earlier. Its similarity to the European development is so 
marked that it is not necessary to examine it here. Once again 
it consisted of the most diverse mixture of theories and pro- 
posals ranging from monetary reforms to quasi-Marxian ideas. 

Mention must, however, be made of one writer of this group 
who achieved world-wide fame and who is fairly t^ical of a 
large part of the critical literature of the time. He was, more- 
over, the most frequent object of attack by the orthbdox. The 
writings of Henry George (1839-97), although still enjoying 
a wide circulation, have ceased to command much attention 
or to be an important force in the world of to-day. They are no 
longer even considered so dangerous by the academic economists 
as to be worthy of vituperation or rebuttal. And in the working- 
class movement they have long since been superseded by other 
theories. Henry George’s life gives some clue to his ideas. 
With due allowance for the difference in time and place, his 
background is somewhat reminiscent of that of Proudhon. 
George too came from a lower middle-class environment, 
and throughout the vicissitudes of a hard, varied, and poverty- 
stricken life, he always remained what may be best charac- 
terized as a petty-bourgeois. He never really belonged to the 
wage-earning class which had already been formed and was 
rapidly expanding in his day. His connection with the working- 
class movement came from the outside; he presented it with 
a panacea. 

George too fastened upon one strikingly visible symptom of 
economic disorder, although one which was different from that 
which had absorbed Proudlion’s attention. His long residence 
in California may have helped him to the conviction that it 
was monopolization of land which kept men poor. A strong 
religious background, a cerain native arrogance, an easy style, 
and a journalistic career may have combined with the experi- 
ence of grinding poverty to give him the missionary zeal for the 
propagation of this idea. It would seem that its first exposition, 
in Our Land and Land Policy (1871), was made without benefit 
of any extensive study of cla.ssical political economy. After this 
first manifesto, however, George read the works of the classics 
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and was delighted to find in the Ricardian theory of rent, in 
Ricardo’s advocacy of free trade, and in his theory of economic 
development, a more rigorous demonstration of theories on 
which his own proposals were based. 

Progress and Poverty (1879) is George’s most famous work. 
That and the posthumous Science of Political Economy (1897) 
contain more detailed expositions and show the effect of George’s 
greater acquaintance with the literature. But the essential core 
is still the same. Everyone, says George, has a natural right to 
apply his labour to the cultivation of the land. Private owner- 
ship and monopoly of land stultify this right. Moreover, as the 
community progresses, an ever-increasing toll is exacted by the 
landowners in the form of increased rents. Hence the paradox 
of progress and poverty. The remedy was to be found in the 
taxation of land values. And the movement inspired by George 
became increasingly concerned with the single-tax proposal, 
although George himself often embodied it in more compre- 
hensive reform proposals, particularly on the occasion of his 
various election campaigns. 

It should be remembered that this theory was not original 
with Henry George, and that its influence remained confined 
to the single-tax movement as such. The theory itself may be 
traced to the physiocratic notions which were fairly common 
in a number of countries in the eighteenth century. Its applica- 
tion to the purposes of a programme of economic policy may 
also be found among such early writers as the immediate 
followers of Ricardo and their French contemporaries. James 
Mill, Cherbuliez, and others were inclined toward a similar 
utilization of the Ricardian theory of rent. 

It is not easy to appraise George himself. It is undeniable that 
he had a powerful, though rather short-lived, influence of a 
critical and radical character, at any rate in the realm of 
thought. It may be mentioned, for example, that Veblen is 
known to have accepted George’s ideas in his early years. ^ 
There is, however, no evidence of any influence to be found in 
Veblen’s later writings. Nor was George’s impression on the 
working-class movement very profound. The mixture of 
oracular presumption, insistence on a single idea, and muddle- 
headedness on economic problems in general is sufficient to 
^J. Dorfman, Thorstein Veblen and His America (1934), p. 32* 
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explain the meteoric rise and almost equally rapid exhaustion 
of his power, George seems to have had a good share of the 
blindness induced by an idie fixe. Although he directed his 
attentions to the problems created by industrial capitalism, 
it never occurred to him to note that these problems were 
no less acute in the United States than in Europe, although the 
land situation in which the growth of capitalism took place was, 
from the point of view of his theory, very much more favourable 
on the American side of the Atlantic. The agitations of the 
‘no-renters’ in New York in the 1830’s and 1840’s ought also 
to have influenced his thought, but that does not seem to have 
been the case.^ 

George’s importance from the point of view of the develop- 
ment we are here tracing is that of a symbol. He can be regarded 
as symptomatic of the mass of ‘unsound’ doctrine which was so 
upsetting to the economists of the last quarter of the nineteenth 
century. The more short-sighted ones among those reared in the 
tradition were ready to regard the new school as another acces- 
sion of strength to unorthodoxy, all the more dangerous because 
it affected academic thought and teaching itself. It may have 
been accident or real far-sightedness which made Francis Walker 
ignore such scruples and join the new Association. His daring 
was justified. It was not long before both sides showed a more 
conciliatory spirit.^ The social reform emphasis of the Associa- 
tion was abandoned; the new school, originally the product of 
the historical influence of Germany, turned to theory with a 
new zest; and marginalism in the United States was born. 


The Marginalist School 

It is a thankless task to review the American version of the 
marginal-utility doctrine. Much of the earlier literature is sub- 
ject to a serious disability from the point of view of the plan 
which underlies this book; it is not sufficiently distinguishable 

^ For an interesting if tendentious estimate of Henry George, see the 
introduction to the American (1887) edition of Friedrich Engels, The 
Condition of the Working Class in England, 

2 Frank A. Fetter, Present State of Economic Theory in the United States (manu- 
script), p. 2. Printed in German in vol. i of Die Wirtschaftstheorie der 
Gegenwart (cd. Mayer, Vienna, 1926). 
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from earlier English or continental work to deserve extended 
treatment. As for the later developments in the field of pure 
theory which stem from the doctrines evolved in the last 
quarter of the nineteenth century, they are too detailed or, from 
a broad historical view, of too minor a character to be dealt 
with at any length. As a result, it is inevitable that the work of 
many authors who are alive to-day will have to be given scant 
attention. 

Marginalism in the United Stales is in part an indigenous 
growth, in part an import from Austria and from England. Its 
spontaneous appearance on the American continent is almost 
entirely the work of one writer, John Bates Clark (1847 1938). 
This brief survey must give him pride of place, because he can 
be said to have evolved independently the marginal-utility 
principle and, moreover, to have given it an application to the 
problems of production and distribution which is historically of 
great importance. Clark had spent two years in Germany as a 
pupil of Roschcr and Knics; and muc h of the ethical and 
teleological flavour of his work may b(; traced to this influence. 
However, when, at the age of thirty, he started his tcardiing and 
writing career, he quickly levealed his theoretical interest. 

Between 1877 and 1882 he wrote a series of articles for the 
New Englander^ which were revised and republished in 1885 as 
his first bc^ok. The Philosophy of Wealth, This work shows at one 
and the same time his first formulation of tlic marginal- utility 
principle and his antagonism to some of the tenets of classical 
political economy, acquired, no doubt, while studying under 
the German historians. Clark had three complaints against the 
classics. He argued that by postulating an economic man they 
ignored the higher motives of human behaviemr, whicdi were, in 
fact, extremely important. Another false basic datum of classical 
theory was the belief in competition. In the first place, competi- 
tion was visibly passing away. In the second place, it had to be 
emphasized that competition existed only by permission of moral 
forces. It was controlled and tempered by the moral values of 
society, which were ultimately the most powerful. Finally— and 
here the influence of German Historismus is very obvious — 
classical theory had not realized that society was an organism. 

The new philosophy of wealth which Clark was propounding 
was designed to remedy these defects. His book was, in a sense, 
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a manifesto of the new school, regarded by the author himself 
as a part of the widespread revolt against ‘ the general spirit of 
the old political economy’. Clark abandoned the limitations of 
the economic man by dropping the distinction of the classics 
between productive and unproductive labour and by defining 
wealth in a very broad way. As for competition and the 
‘organic’ conception of society which the classics had brought 
to the fore, Clark believed that an ethical spirit in trade, the 
growth of voluntary co-operation, and an increase in the 
communal use of the ‘in appropriable’ goods, such\as works 
of art, would effect the necessary improvement. Of Clark’s 
most outstanding later contribution to economic theory, the 
marginal-productivity doctrine, there is no evidence in this 
early work beyond the statement that both wages and interest 
had their source in the product. But he did give expression to 
the marginal-utility theory. Value, he said, is a measure of 
utility; but a distinction has to be drawn between ‘absolute’ 
utility and ‘effective’ utility, the latter being measured by that 
alteration in the subjective conditions which would be occa- 
sioned by either the disappearance or the addition of some object. 
The essence of the whole marginalist approach from Gossen to 
Mengcr is contained in this definition. 

The Philosophy of Wealth is also noteworthy for the introduc- 
tion of Clark’s concept of ‘social value,’ which was designed for 
the purpose of infusing into economics that organic view of 
society which was lacking in the classics. This doctrine is not 
unlike that of Wiescr, although it is not so carefully or so con- 
sistently developed as the latter’s ‘natural value’. Clark’s theory 
amounted to saying that although effective utility appears to be 
a subjective, individual phenomenon, it was society which made 
the estimate of utility which constituted value in the market. 
Similarly, disutility can be looked at from a social point of view, 
thus producing something like a psychological formulation of the 
labour theory of value. Although Clark’s social value concept 
gave rise to a considerable literature, it has now lost all except 
historical significance. It is interesting as an indication of the 
kind of thing which troubled the early exponents of marginal 
utility. On the one hand, there were the purely theoretical 
needs of linking the new theory to the old, of ‘quantifying' 
and ‘socializing’ the intensive, individual valuations. (Of this 
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Wickstced’s theory of the communal scale is perhaps the most 
ingenious example.) On the other hand, there was the desire to 
preserve some of the socio-ethical elements in economics which 
the historical and social reform schools had stressed so much. 
Clark’s own concern with these elements did not last very long, 
even though some trace of it remained in all his writings. In 
his later work he adopted an entirely different attitude to 
many of the problems with which he was concerned. 

A large number of articles in the years following the Philo- 
sophy of Wealth indicated the direction of Clark’s interest and 
thought. But the final formulation of the ideas expounded in 
those articles did not appear until 1899, when Clark’s most 
important book, The Distribution of Wealthy was published. This 
book was the first major American work in the modern manner. 
It was systematic, and it showed a considerable advance upon 
the work of Clark’s contemporaries in the degree of theoretical 
consistency which it achieved. It contained, moreover, an 
important extension of the marginal principle (which was 
already fairly generally accepted by that time) into the field of 
production and distribution analysis. 

The exposition of the marginal-productivity principle is un- 
doubtedly the most significant part of Clark’s chief work. But 
it is worth while glancing at the more general aspects of the 
book. Clark restates the postulates of economics which he con- 
siders common at the time and adds certain others to them. The 
accepted postulates, according to him, are certain basic assump- 
tions about human behaviour and about the social framework. 
These data arc private property, individual freedom, a limita- 
tion of government activity to those fields which Adam Smith 
had laid down as proper to it, the mobility of capital and labour 
according to the stimulus of varying remuneration, and, finally, 
the desire of the individual to satisfy certain objective wants. 
It would be difficult to question Clark’s sense of the significant 
in his choice of these five assumptions as being basic to the 
contemporary corpus of economic analysis. But Clark felt 
dissatisfied with their range, and he added three others to them. 
These are: first, society is an organism; second, a distinction 
must be drawn in economics between a static and a dynamic 
analysis; and third, the laws of economics are only valid if the 
moral sense of the community approves of them. The first and 
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third of these additional postulates are clearly remnants of the 
influence of the historical school, and they reveal Clark’s strong 
interest in the ethical. I'he second point is of a different 
character, and from the point of view of pure economic theory 
it has perhaps been Clark’s most fruitful contribution. 

The ethical interest finds a curious outlet. It impels Clark to 
stress the need of discovering the laws of distribution, because it 
is ethically important to find out whether men rcceWe all that 
they create.^ On the other hand, he states that the\^ question 
whether the existence of some of the basic data, such as private 
property, is justified, must be regarded as an ethical problem,- 
the implication being that it is not to be questioned by an 
economist. However, it is clear from this statement of Clark’s 
own initial approach that he himself at least worked out his 
theory of distribution essentially as a contribution to the 
problems of social justice. Subsequent writers have claimed that 
there is no necessary logical connection between the marginal- 
productivity cx])lanatiou of* how the distributive shares are 
determined and any political or moral justification of the 
resuits of the pricing process in the market. But it is well to 
remember that the autliors most responsible for the original 
formulations of tiu'sc theories were equally interested in tin* 
'what is’ and the Svhat ought to be’. 

On methodological matters, Clark continues by dividing eco- 
nomics into three parts. One states universal laws; it is con- 
cerned with isolated man. The second and third arc concerned 
with social economic phenomena. The former is static: it 
assumes no change in the basic data of the economy. The latter 
is dynamic: it allows for a change in the fundamental assump- 
tions of the analysis. We shall sec presently what these changes 
are which, according to Clark, make the economy into a 
dynamic one. His main analysis of distribution, however, was 
confined to a static situation. Its basic assumptions were four 
and may be summarized as follows. In the first place, it was 
assumed that the principle of diminishing utility was operating, 
and this principle was defined in terms which made it almost 
identical with the second law of Gossen. In the second place, 
Clark assumes that production is carried on under conditions 

\J. B. Clark, The Distribution of Wealth (1899), p. 3. 

2 ibid., p. g. 
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of diminishing returns, defined both physically and in terms of 
value. Although he gave this law an extremely prominent place 
in his system, he made a number of analytical errors in his 
statement of it. Not only was he confused in his exposition of it, 
but he failed to state it in the logically impeccable (if not very 
fruitful) manner in which it usually appears in modern expo- 
sitions; namely, as a description of a condition obtaining in a 
state of competitive equilibrium with optimal distribution of 
productive resources. Clark’s formulation was so extreme as not 
even to allow for any possibility that increasing returns may 
operate for a time before diminishing returns begin to be felt. 
As an entirely illegitimate way out, Clark proposed to regard 
changes in the combination of the factors of production which 
brought about increasing returns as being of a dynamic 
character and, therefore, as being ipso facto excluded from the 
analysis. ^ 

The third postulate is that there is a division between goods 
for present consumption and goods applied to the purpose of 
creating wealth in the future. But it should be noted that the 
existence of capital which Clark stipulated was combined with 
an emphasis upon the limitation of the stationary economy. 
Capital, according to Clark, is created by abstinence, by an 
exchange of present consumption in favour of a creation of 
wealth in the future. But a stationary economy is one in which 
there is a given degree of abstinence; that is, one which allows 
for a uniform flow of capital goods sufficient to maintain existing 
equipment. In stationary conditions there is no net new 
abstinence. 

As a final assumption, Clark states that production is directed, 
equally with consumption, by the principle of marginal utility. 
Given these postulates, some physical and some psychological, 
competition (in which, by this time, Clark was placing very 
great faith)- would distribute the factors of production until no 
advantage could be gained by any further movement. When 
this adjustment — which goes right through to the smallest sub- 
group — has been achieved, there can be no profit. As we shall 
see, the possibility of a return other than that to capital and 
labour is reserved for a dynamic economy. In the station- 
ed. B. Clark, The Distribution of Wealth (1899), p. 164 
2 Sec, for example, ibid , p. 77 * 
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ary state wages and interest are the only normal returns. 

It may be well to see at once how land is treated, Clark 
removes rent as a separate return by denying that land is dis- 
tinct from any other impersonal factor of production. The 
classics had treated land as distinct from capital by stressing two 
properties possessed by it: the fact that its supply is fixed, and 
that it differs in quality. According to Clark, these are not 
special characteristics of land, but are qualities common to all 
capital goods. In a stationary economy, one may assume all 
physical capital goods including land to be fixed iniquantity. 
Moreover, the stipulated mobility of capital (which is necessary 
for the achievement of competitive equilibrium) is also true to 
a significant extent of land. Differences in the quality of 
different portions of the supply are again a characteristic 
common to all capiteil goods. Thus Clark argues that any 
differential element in the return to land is not peculiar to 
land, but may be found in the return to all kinds of capital. 

The most important part, however, of the whole theory is the 
determination of the two ‘normal’ returns, wages and interest. 
It is here that the marginal-productivity theory really takes 
shape. Clark was not the first to enunciate it. We have seen 
its roots in many forerunners, notable examples being Long- 
field and Thiinen. And the other early exponents of mar- 
ginalism, particularly Marshall, are also to be credited with 
some development of this doctrine. But in Clark’s work the 
theory of marginal productivity occupied a very central 
position. It did, moreover, achieve special fame, or notoriety, 
because of the manner in which it was formulated. 

Clark’s argument can be summarized as follows. In perfect 
competition, a productive service will be employed up to the 
point at which the addition to the product of the last unit 
employed is equal to the cost of that unit. The stipulated condi- 
tion of perfect competition ensures that the entrepreneur will 
have to pay the productive service which he employs an amount 
equal to the value of the product which that service creates. 
Thus, because the return to the last employed unit of a produc- 
tive service cannot fall below the value of its addition to the 
product, wc may say that the wage of the marginal man will 
equal the marginal product. 

By the principle of indifference it may be further stated that 
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the wage of every unit of labour employed will equal the mar- 
ginal product of labour. At this point a question arises which 
Clark poses explicitly. Docs the equality of the wage paid to 
every worker with that of the marginal worker mean that the 
entrepreneur obtains a surplus — a producer’s surplus similar to 
the consumer’s surplus to be found in some types of diminishing- 
utility analysis? In other words, Clark asks himself whether the 
theory provides a new proof of the exploitation of labour. His 
answer, however, is in the negative. In the first place, he makes 
the well-known point that, assuming complete interchange- 
ability of labour (an assumption which one is obliged to make 
according to the basic postulates of the theory), the loss of any 
one labourer always means the loss of the product of the 
marginal man. 

The second argument leads directly to the theory of capital. 
According to Clark, capital always adjusts itself to the amount 
of labour employed, with the result that, whatever the produc- 
tive combination, each unit of labour works with the same 
amount of capital as every other. The ‘specific’ product of each 
unit of labour is therefore the same as that of every other. Thus, 
although the marginal product of labour is greater when there 
are fewer labourers employed and less when more units of 
labour are used, these variations in the marginal product are 
due to the variation in the amount of capital employed in the 
productive combination. By this ‘specific’ productivity theory of 
wages, the possibility of exploitation is removed. Spoliation is 
excluded by the theory itself.^ 

It must again be pointed out that subsequent writers have 
been at very great pains to remove this ethical connotation of 
the marginal-productivity theory of wages. Some of the general 
problems involved in the relation between marginalism and 
politics are discussed elsewhere in this book. But it is impossible 
to deny that Clark himself was only too anxious to make 
his theory into a defence of the status quo. Many of his con- 
temporaries must have felt uneasy about it, and a number 
of objections were raised. Some, like that of F. W. Taussig, 
were analytical.^ They made the subsequently well-established 
point that the notion of a separate specific productivity of 

^ J. B. Clark, The Distribution of Wealth (1899), p. 324. 

* F. W. Taussig, Principles of Economics (1911), vol. ii, pp. 213-14. 
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one factor was an abstraction and could have no bearing 
on so realistic a problem as the justification of a particular 
rate of remuneration. The product is the joint result of 
factors employed in combination, and the statement that 
wages equalled the marginal net product of labour had to be 
regarded as only one ol the elements in a theory of wages. 
Other authors — Professor F. A. Fetter, for example— argued in 
effect that problems of ethics and those of abstract ! economics 
were entirely distinct and that no ethical judgn^ent could 
result from an economic analysis. On the former point, the 
theory has long since been considerably refined and tnade into 
a part of general equilibrium analysis. As for the latter argu- 
ment, the discussion, which appears to have been quite strenu- 
ous at the time, Iius by now lost its savour. It is interesting to 
note, however, that it was those American economists that came 
most strongly under the Austrian influence who were most 
anxious to sever the nexus between ethics and the market. The 
Austrian version of the theory of distribution, at least in its 
earlier form, was, of course, much easier to defend against the 
accusation that it was apologetic. For a theory of ‘imputation’ 
of shares in the product can be much better defended as a 
‘neutral’ description of the working of the competitive market 
than can a theory which by its very name suggests that the 
labourer gets that value which he produces. 

Clark’s theory of capital and interest may be summarized 
quite briefly. We shall see that the theory of interest is broadly 
the same as that of wages, but it is in many respects analytically 
far superior, partly, perhaps, because it is freer from the sugges- 
tion of ethical justification. Clark’s discussion of the concept of 
capital is one of his rather special contributions to economic 
theory. It has, moreover, a peculiarly American flavour. It 
grew out of discussions which were going on in the last two 
decades of tlie past century, and many American economists 
since Clark have shown a special interest in it. As early as 
1887 Clark had emphasized the ambiguities in the post- 
classical use of the capital concept in a small book. Capital 
and Its Earnings, The social environment in which the dis- 
cussion — which continued for decades — took place, was the 
same as that which had produced Carey and his rejection of 
the Ricardian theory of rent, in which there had arisen Henry 
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George’s single-tax doctrine, and out of which Clark himself had 
derived his ideas on land and on rent. For in the young and 
expanding economy of America, it was difficult to subscribe to 
the idea that land was the one scarce factor of production. In 
the same way it was apparent to all economists that property 
in land was an important form of capital investment and 
accumulation, and an important source of income. 

Clark began by showing, as many socialist economists before 
him had done for a different purpose, that the term capital was 
used to denote two separate and distinct things: the concrete 
goods which were employed as means of production, and ‘an 
abstract quantum of productive wealth’.^ The former was a 
concept covering certain technical data; the latter was an 
abstract value concept which was peculiar to the realm of 
economics. On the American continent this distinction between 
the concrete form of the agent of production and tlie abstract 
source of a flow eff income was particularly obvious in the case 
of land. The whole of Clark’s theory of production and distri- 
bution is thus logically consistent. 

However, Clark’s distinction of two kinds of capital was not 
entirely happily formulated. In the first place he identified the 
concrete capital goods with ‘material’ goods, thus falling into 
the unnecessary difficulties which Adam Smith had been unable 
to remove. In the second place, having made the now obvious 
distinction between means of production and the capitalized 
values of a series of future incomes, he unnecessarily combined 
it with a statement concerning the method by which capital, 
in the abstract sense, is maintained, increased, or consumed. 
Capital goods, he said, not only may be destroyed, but must 
be destroyed if their value-creating property is not to be lost. 
Capital, on the other hand, is permanent, in the sense that it 
must be maintained if the community is not to suffer a disaster.^ 
It is clear that this formulation is misleading and has really no 
necessary connection with the logical and terminological dis- 
tinction between capital and capital goods. It is misleading 
because capital is not ‘permanent’ of itself, but only as the 
result of a certain specific direction of the process of production. 
For that reason, too, it is confusing to make a distinction between 

’ J. B. Clark, The Distribution of Wealth, p. 1 19, 

® ibid., p. 1 1 7. 
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capital and capital goods by defining them in terms of perma- 
nence and impermanence. 

The Austrian theory of capital associated with the name of 
Bohm-Bawerk was not in harmony with this American trend 
which Clark had started. Bohm-Bawerk’s theory of roundabout 
processes of production and of the subsistence fund inevitably 
involved an emphasis on the concrete aspects of capitalistic 
production. Its main concern appeared to be with concrete 
capital goods — that is, with the produced means of j^roduction 
— and the distinction for which Clark was pressing was not 
relevant to the Austrian theory. At the same time the Ricardian 
theory of rent was kept substantially intact in Bohm-Bawerk’s 
structure; and this again contributed to a sharp divergence 
between the two branches of the marginalist doctrine. Thus we 
find the odd phenomenon that on this particular point, the 
older, so-called Ricardian, economists in America were on one 
side, but those of the younger school, who were otherwise 
much influenced by the Austrians, were on the other. Among 
those who shared and developed Clark’s concept of capital in 
the value sense may be mentioned A. T. Hadley, Irving Fisher, 
and F. A. Fetter. The last, although in some ways much 
influenced both in economic analysis and in policy by the 
Austrian school, laid particular stress in his Principles of 
Economics (1904) upon the distinction between capital as a 
financial investment relating to all kinds of concrete goods 
(including land) and wealth, which consists of concrete (though 
not necessarily material) goods, which is impersonal, and v^hich 
is therefore to be defined in terms of economic qualities rather 
than property and individual acquisition. Fetter also empha- 
sized that ‘psychic income’ may consist of quite different things 
from those which constitute concrete wealth. Irving Fisher 
evolved an allied approach first in a series of articles in the 
Economic Journal in 1896 and 1897 later, expanded, in a 
number of books, notably The Mature of Capital and Income (1908) 
and The Rate of Interest (1908). Fisher shared with Clark and 
Hadley a recognition of, and emphasis on, the value aspect of 
capital. His special concern, however, was to distinguish 
between income as a flow of goods and services through time, 
and capital as a stock of goods at a given moment, both con- 
sisting of the same concrete things. 
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Fisher’s theory of interest, although in sharp disagreement 
with the doctrine of roundabout processes, is substantially in 
agreement with the explanation of the existence of interest which 
Bohm-Bawerk gives. It regards interest as the result of time- 
preference, a preference for present psychic income (satisfaction) 
over future income. Clark’s theory is largely the same in so far 
as the explanation of the ultimate origin of interest is concerned. 
But it contains an elaborate statement of the marginal-produc- 
tivity doctrine. Interest, according to Clark, is, in the last 
resort, due to the existence of a time-preference. But its rate 
is determined by the marginal productivity of capital in the 
same way in which the wages of labour are determined by the 
marginal productivity of labour. The main difference is that 
in the case of capital there is no ‘zone of indifference’ such as is 
to be found in tlie case of labour. For there can be no labourless 
employment of capital. The specific productivity analysis is, 
however, the same as that for labour, Clark emphasizes that 
when we conceive of additions being made to capital, we must 
remember that the whole quality of the structure of capital 
goods employed changes. Thus the final increment, which 
measures marginal productivity, is to be regarded from the 
point of view of the interest rate as an increment of capital 
rather than of capital goods. Although it is a unit of a concrete 
good, its effect is qualitative rather than quantitative. Its 
disappearance would cause an unfavourable rearrangement of 
all the remaining units which constitute the total amount of 
capital employed; ‘this final increment of the capital is not 
one that can be physically taken out of it’.^ Thus the marginal 
product by which the rate of interest is measured is always the 
marginal product of capital rather than that of capital goods. 

Only a few minor points need be added to complete this brief 
outline of Clark’s contribution to economic theory. One of these 
is the disagreement between Clark and Bohm-Bawerk on the 
problem of capitalistic production. This controversy, in which 
Clark was joined by Fisher and Fetter, deserves mention because 
it is another example of the smouldering disagreement between 
the American exponents of the doctrines of the Austrian school 
2ind the Austrians themselves. 

The main criticism of the Bohm-Bawerkian theory is based on 
^ J. B. Clark, The Distribution of Wealthy p. 251. 
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the role which the distinction between capital and capital goods 
plays in Clark’s theoretical structure. He points out that Bohm- 
Bawerk’s doctrine of periods of production is true for concrete 
capital goods, but that it docs not hold where capital is con- 
cerned. And it is capital, rather than capital goods, with which 
the theory of production and distribution deals. Because 
capital, according to Clark, is permanent, its maintenance 
must be taken for granted. In a stationary ccononiy there is a 
given structure of production which relates consumption and pro- 
duction. Given that structure, it may be a technically important 
fact that some capital goods must pass through a certain period 
of production before they result in finished consumption goods. 
From an economic point of view, however, this does not matter, 
because it is assumed that the structure of production is such 
as to keep a certain level of consumption continuously in being. 
Synchronization of production and consumption is inevitable, 
and it is preserved in the capitalistic process of production. In a 
stationary economy, the flow of consumable goods is uniform 
over a period of time. When there is net new abstinence, capital 
is created and the flow of consumers’ goods is altered. But, 
although it may be possible ‘to add to the units of capital 
that arc to exist through the ages, ... it is not possible to add 
to the ages through which capital exists’.^ 

There was a fairly solid front of oj>position among the leading 
American economists of the time against Bohm-Bawerk’s ‘third 
ground’. Clark, Fisher, and Fetter attacked it and made a con- 
siderable impression upon contemporaneous theoretical opinion. 
Perhaps the only exception to this trend which deserves 
mention here is F. W. Taussig’s Wages and Capital, In this work 
an attempt was made to revive something like the post-classical 
wage-fund doctrine. But it was so modified in form that it 
became in effect a theory of capitalistic production not much 
different from that of Bohm-Bawerk in so far as such elements 
as the subsistence fund, the rate of interest, and the effect of 
changes of the length of the productive process are concerned. 
Because of its divergence from the current thought of the time, 
Taussig’s theory exerted very little influence. That of Bohm- 
Bawerk, on the other hand, persisted through a powerful 
oral tradition and finally became the basis for an important 
^ J. B. Clark, The Distribution of Wealthy p. 138. 
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contributory strand in the modern theory of crises. 

Another aspect of Clark’s theory of a stationary economy 
which may be mentioned is his theory of cost. Here Clark shows 
himself as much less of an innovator. His theory of value and 
cost is slight. On the whole he tended to accept the kind of 
cost-of-production approach which became common after 
John Stuart Mill. He certainly approved of Mill’s theory of 
prices.^ But being a marginalist with a hedonist bent, he 
accepted the subjective utility approach and the pleasure-pain 
calculus of the psycliological real-cost theory. To him cost was, 
in the last analysis, pain; utility was pleasure. Pain, in turn, 
was either labour or abstinence. And the determination of their 
rewards was explained in the marginal-productivity theory of 
wages and interest. 

The last part of Clark’s theory which should be mentioned is 
his definition of a dynamic economy. A stationary economy is 
one in which the fundamental data of the economy do not 
change. Conversely, a dynamic economy is defined as one in 
which some of five possible types of changes occur: population, 
tastes, capital, technique, and the forms of industrial organiza- 
tion. Clark’s own discussion of the effects on the theoretical 
conclusions produced by the assumption of changes of this kind 
is slight. Nevertheless this explicit introduction of a body of 
dynamic doctrine and its distinction from and relation to 
economic statics \vas in itself a major achievement. It is one 
which gave American economics a characteristic flavour from 
that day on. The main specific significance of the widening of 
the terms of reference is in the bearing upon the theory of the 
profits of the entrepreneur. Clark argued that in a stationary 
economy profits could not exist. The two normal returns are 
wages and interest, and rent is a difierential return to be found 
in tlie income of all impersonal factors of production. But in the 
conditions of change which characterize a dynamic economy 
it is possible for profits to appear. In stationary conditions, the 
entrepreneur is merely a supervisor, a labourer whose remunera- 
tion is not distinct in kind from that of other recipients of 
wages. But when data change, the entrepreneur is faced with 
new problems in his task of co-ordinating capital and labour. 
And the measure of his success in this process of rcadapting 
*,]. B. f'.lark, Thf Dutribulion of Wealth, p. 2p,o. 
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the productive process to the changed conditions is the measure 
of his special reward, profits. 

This theory has often been criticized, although there has been 
a persistent tendency — observable notably in Marshall and his 
disciples — to eliminate profits from stationary equilibrium and 
to make change responsible for the entrepreneur’s income. The 
criticism which may most appropriately be mentioned here is 
that of an American theorist of to-day who is in niany ways a 
disciple of J. B. Clark. Professor F. H. Knight in f^art Two of 
his Risk^ Uncertainty and Profit (1921), although adrnitting that 
without change there would be no profits in the theoretical 
sense, has argued that it is not change as such, ‘but the diver- 
gence of actual conditions from those which have been expected 
and on the basis of which business arrangements have been 
made’ that causes profits. It is ignorance of the future, caused 
by the fact that economic data are continually changing, which 
brings about a special entrepreneurial income. 

This short review of American marginalism has been almost 
wholly devoted to the work of J. B. Clark. Such a weighting 
could hardly be avoided. For in the earlier period of American 
marginalism — say up to the beginning of the third decade of the 
present century — Clark’s work both leads and typifies American 
economic thought. On the other hand, at the present time 
American contributions, just like those of any other country, 
arc scarcely identifiable by the national label. Some of the other 
outstanding exponents of the new doctrines have already been 
mentioned in connection with the theories of Clark. In general, 
we may say that the contributions of these writers have helped 
to turn American economics in the same direction as the work 
of their European contemporaries; that is, away from the 
hedonist formulations with which early marginalism was so 
closely associated, American theory has been distinguished by 
a strong ‘psychological’ but non-utilitarian flavour. This 
quality is well exemplified in the work of Fetter; it is marked 
in the mathematical theories of Irving Fisher, which parallel, 
and in some respects anticipate, Pareto; and it appears even 
in the more orthodox, Marshallian doctrines of Taussig. One 
important aspect of it was the development of the concept of 
opportunity-cost in which H. J. Davenport took so prominent 
a part. Here we find American thought joining with the 

438 



VEBLEN 

English contribution of Wicksteed and (in spite of Davenport’s 
failure to recognize this) Marshall, and with the later Austrian 
contribution of Wieser. Perhaps the most complete and concise 
expression of the final form of marginalism in the field of value 
theory is to be found in the work of an American. Part Three 
of Risk^ Uncertainty and Profit by F. H. Knight contains perhaps 
the best exposition of the theory of choice as it emerged at last 
from the successive refinements of a generation of marginalists. 


Veblen 

No present-day economist has had so fluctuating a career in 
the estimation of contemporary opinion as Thorstein Bunde 
Veblen (1857-1929). Among the many vicissitudes of his life, 
not the least was the resistance of the ma jority of his professional 
colleagues to his ideas and his consequent lack of advancement 
as measured by the accepted standards of the world in which he 
lived. Towards the end of his life, his influence both inside and 
outside the universities had become great enough to aflbrd him 
ample moral consolation — had he desired such — ^for the material 
disappointments of a lifetime. To-day the power of his thought 
is widely admitted, and his influence is sometimes acknow- 
ledged, in the most unexpected quarters. Indeed, what most 
forcibly strikes anyone approaching the study of Veblen is the 
virtually unanimous chorus of admiration which his work now 
evokes, and the surprisingly large measure of approval which is 
joined to it. 

Even a rapid and superficial survey of his work, from his 
article on Kant’s Critique of Pure Reason^ published in 1884, to 
Absentee Ownership and his last article on economics, published 
within six years of his death, puts one at once in the presence of 
an exceptional mind. It is not difficult to agree with those who 
have come to regard Veblen’s work as an outstanding American 
contribution to political economy. By all the criteria of origin- 
ality, range, and profundity of thought there are few others who 
have such a high claim to be included in the extremely select 
company of those who during the last two hundred and fifty 
years have added to the yeast in the thinking on economic and 
social problems. 

One must, of course, guard against exaggeration. Veblen 

439 



THE DEVELOPMENT OF AMERICAN THOUGHT 

cannot be grouped with the classics, Smith and Ricardo; with 
Mill, in the combined fields of social philosophy and economics; 
with Marshall in this as well as in the field of that economic 
analysis which is peculiarly applicable to policy; and, in our 
own day, with Keynes, pre-eminently the author of the political 
economy of the twentieth century. As measured by the immedi- 
ate influence of giving a new direction to the main stream of 
economic thought, his work must also be accounted as much 
less effective than that of the founders of marginalisnl. Neverthe- 
less, if by some system of proportional representatio^i, in whic li 
originality, not to say uniqueness of contribution, was the 
decisive r[uality, an American had to be chosen for inclusion 
among the great economists, there arc few who w6uld be so 
well qualified for this purpose as Vcblcn. He has this in common 
with most of the great thinkers in this field, that the individual 
components of his thought arc to be found in the writings of 
many other, less distinguished authors; but that in spite of his 
indebtedness to earlier writers, the sweep of his work gives it 
the hallmark of originality. 

It will be necessary later to examine the character of the 
influence which Veblcn has exercised. But it may be said 
at once that it is impossible to-day to point to any one distinct 
school and show that it carries on an undiluted Veblenian 
tradition. Nor are there more than a very few individual 
economists who would claim to be wholly faithful disciples. 
It is doubtful whether, in spite of the large number of those 
who claim to be Veblen’s disciples in some manner or other, 
there are many Veblenians in the sense in which there are 
Ricardians, Meirxians, Marshallians, or Keynesians. Vebleiis 
influence is to be sought rather in the way in which his teaching 
and writing moulded the thought of a few pupils and colleagues 
who subsequently — ^for reasons which might also form an 
interesting topic of speculation in the social history of America 
— were themselves able to exercise a crucial influence. 

Veblen wasvery mucha product of his time. A detailed stud>^ 
of his life and work and the environment in which he moved 
shows clearly how much he absorbed from, and entered into, the 
America of his day. The critical and radical attitude towards 
the problems of society which he revealed at a very early stage 
^ J. Dorfman, Thorstein Veblen and His America (1934)* 
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never wholly left him. It was somewhat obscured in his middle 
years, but it broke out again in full force towards the end of 
liis life. It does not require adherence to any very fanciful 
‘sociology of knowledge’ to see that this attitude was largely 
formed by and in the Mid-western farm environment of the 
1870’s which was then being subjected to the stress of a modern 
industrial and financial economy. The circumstances of the 
Norwegian family of which he was a member, and the religious, 
cultural, as well as economic, strains to which it was subject 
in the years of his adolescence, can be made to explain his 
manner and his idiosyncrasies. The foundation of Veblen’s 
scepticism and of the critical and amused outlook of the 
spectator which characterizes much — although by no means all 
— of his work was laid in that environment. The explanation 
which he later gave of the intellectual pre-eminence of Jews 
in modern Europe is applicable to him also. He too was the 
intellectual wanderer, freed from the shackles of ‘ the scheme of 
traditions and conventional verities handed down within the 
pale of his own people’,^ and questioning with an open mind 
the scheme of things which he encountered in strange lands. 

Native talent and personal background were the predisposing 
influences to unorthodoxy. But the economic changes of the last 
quarter of the nineteenth century which Veblen witnessed, 
often uncomfortably closely, explain much of the formation of 
the substance of his views. All the major American economists 
worked at a time when the American economy was undergoing 
a profound structural development. Yet he is the only one who 
allowed this development to affect his conscious thought and in 
whose intellectual preoccupation the maturing of American 
capitalism is clearly mirrored. In his youth he witnessed the 
tremendous upsurge of feeling of the Mid-western farm com- 
munity against the ‘business interests’ — the railroad boom, the 
rise of the Granger movement, and the monetary controversies 
which were intimately linked with the East-against-West, 
farm-against-factory struggle. He saw the vast increase of mass 
production and the drive toward the ‘intensive’ frontier, the 
growth of the large modern corporation, and the emergence of 
finance capitalism and absentee ownership. He also saw, and 

^ T. Veblen, ‘The Intellectual Pre-eminence of Jews in Modern Europe,’ 
in Essays in Our Changing Order (1934), p* 227. 
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depicted with an unequalled incisiveness, the growth of an 
American leisure class, built upon a foundation of capitalist 
industry, yet indulging in manners of life established by leisure 
classes of other, older economic structures. These changes 
formed the raw material of Veblen’s thought. 

Veblen’s work is distinguished by great extent and range. The 
volumes — some of them collections of previously published 
individual articles — number more than ten. A brief glance at 
Veblen’s bibliography shows the great width of ihis active 
interest and the fact that his many-sidedness did not diminish 
with the years. Here one finds reviews of German philosophical 
and socialist books, essays on philosophy, translations' from the 
German and the Icelandic, articles and books on technology, 
economics in the narrow sense, anthropology, war and peace 
and innumerable other subjects. Not even the most ardent 
admirer of Veblen would claim that these writings are of equal 
merit. In subjects which were on the margin of his main interest, 
the problems of society, Veblen does not appear to have been 
able always to recognize lacunae in his knowledge or judgment. 
But, in general, the quality of his discussion of so many different 
subjects remains exceptionally high. 

For the purpose of this brief survey it is not necessary to pay 
attention to the writings which are not concerned with social 
matters. These may be divided into writings which deal 
with problems in political economy (which are mainly critical), 
those which develop positive elements of a theory of modern 
industrial organization and its relations to society (which include 
discussions of what might be called Kulturkritik) ^ and, finally, 
those of a narrower political character. It is neither possible nor 
necessary to deal with all which properly belong within the 
above categories. It is necessary to select the most typical 
ones which reveal the essential quality of Veblen’s thought. For 
such selection, a better division is not so much along the lines of 
subject matter as along method of treatment. 

We may, therefore, distinguish the critical writings, those 
with a positive theory, and those which reveal Veblen’s political 
attitudes. 

The first category contains, among others, works which are 
of most relevance to the interest of the economist. Much — if not 
all — of Veblen ’s economics consisted of a critique of what it is 
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usual to call in the United States by the somewhat misleading 
title of Neo-classicism. Indeed, it would not be a violent distor- 
tion of the truth to say that Veblen’s contributions to economics 
proper consist solely of a critique of the content and method 
of marginalism combined with what was meant to be an expos- 
ure of the alleged invalid premisses of classical economics. These 
two attacks were closely connected. Veblen himself began with 
the preconception (which was a misconception) that marginal- 
ism and classical political economy were essentially identical. 
It is interesting, but idle, to speculate on what he would have 
written had he realized that there was not only similarity but 
also contradiction between the theory of Ricardo and that of 
J evens. As it was, his critical concentration on marginalism 
(caused, perhaps, by his closeness to its most important 
American exponent) seems to have blinded him to the less 
obvious but more important differences between the new school 
and its classical antecedent. 

It is, fortunately, easy to summarize Veblen’s critique of 
‘orthodox’ economic theory, both because it rests on a few 
simple principles and because it is contained in a small number 
of articles written in his earlier working years, llie following, in 
particular, give a clear statement of their author’s attitude: 
‘Why is Economics not an Evolutionary Science?’ [Quarterly 
Journal of Economics^ 1898); ‘The Preconception of Economic 
Science’ (a scries of three articles published in the Quarterly 
Journal of Economics, 1899-1900); ‘Professor Clark’s Economics’ 
[Quarterly Journal of Economics, 1908); and ‘The Limitations of 
Marginal Utility’ [Journal of Political Economy, 1909). All these 
articles have conveniently been included in the volume The 
Place of Science in Modern Civilization (1919), which may be 
regarded as one of the best single sources of information on 
Veblen’s thought. 

Even one who wishes to approach Veblen’s critical work 
sympathetically needs to have considerable patience in the face 
of frequent pomposity and prolixity of style and a certain 
repetitiveness of argument. Veblen begins with the oft-heard 
criticism that economics is out of date as compared with the 
natural sciences, in particular the biological disciplines. Here 
we find the adoption of the modern evolutionary point of view; 
there, a preoccupation with the classification of certain princi- 
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pies of a ‘normar economic situation, a taxonomy based upon 
‘natural rights, utilitarianism, and administrative expediency’.^ 
It is a characteristic of evolutionary sciences (and even of the 
modern form of so non-cvolutionary a science as inorganic 
chemistry) that the question which their practitioners ask is 
always, ‘What takes place next, and why?’ The theory which 
these scientists produce is always a theory of a genetic succession 
of phenomena.*^ Economic theory, on the other hand, is formu- 
lated from the standpoint of ‘ceremonial adequacy’.. Its laws 
are based on the preconception that there is a tendency for 
things ‘to work out what the instructed common seni^ of the 
time accepts as the adequate or worthy end of human effort’.^ 
This teleological basis of economic theory is clearly in evidence 
in physiocracy and in classical political economy, both of 
which rely strongly on the philosophy of the natural order. 
Classical political economy joins to this teleological and 
meliorative view of the social order a utilitarian psychology. 

Hedonism, with its unrealistic abstraction of the ‘economic 
man’ whose action always results from a balancing of pleasure 
and pain, is the other gieat vitiating preconception of economic 
theory as currently taught. Incapable of becoming evolutionary 
because of its natural-law basis, economic science is also con- 
tinuously led into false conceptions of the economic process 
through its translation of all human activity into terms of pecu- 
niary gain. On this latter point, the example which Vcblen was 
fond of using repeatedly was that of the ‘classical failure to 
discriminate between capital as investment and capital as 
industrial appliances’.^ The quotation suggests an approach 
somewhat similar to that of the Ricardian socialists and of 
Marx. However, Veblen does not pursue the argument in 
quite the same terms. With him, the distinction between the 
technical (universal) qualities of the instruments of production 
and their social (transient) implications was not made the 
foundation-stone of a theory of exploitation. It became a minor 
part, serving as an illustration of the basic distinction between 
the technical or industrial, and the pecuniary or financial 
elements of the current economic scene. 

This distinction, around which the whole of the positive part 

^ T. Y<^hlen, The Place of Science in Modern Civilization (1919), p. 57* 

2 ibid., pp. 84-5. ® ibid., p. 65. ^ ibid., p. 141* 
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of Veblen’s economic theory revolves, thus begins to show itself 
already in his critical analysis of orthodox economics. It arises 
logically from Veblen’s insistence on the vitiating effects of the 
classical hedonistic and utilitarian ‘preconception’. It is inter- 
esting to note here a distinction between the ways in which 
Marx and Vcblen attack the foundations of classicism. Marx 
also rejected the economic man as the basic datum in the 
analysis of the economic process, and he has much to say about 
the classics’ readiness to fashion man ‘in the image of the 
l)ourgeois’ of their own day. But he was not nearly so impressed 
as Vcblen with the significance of this assumption in the 
structure of classical theory, and, hence, with the attention 
that should be given it in a critique of economic orthodoxy. 
Marx is, therefore, never led into a theory that is concerned 
primarily with human motives and instincts except in his 
disembodied ‘classes’. Vcblen, starting with a somewhat in- 
flated idea of the importance of the hedonistic assumption in 
the theory of the classics, was forced to very elaborate theorizing 
on the subject of instincts and motives. Marx’s theory thus 
became institutional only in the sense that it operated with 
entirely abstract social categories fashioned by their author 
to lead to the conclusions he had resolved upon to start with: 
a theory in which private property and its changing forms and 
the state and its changing forms are the principal categories. 
Vcblen, on the other hand, although the founder of a school 
which is known as Institutionalist, was in fact primarily con- 
cerned with human motives in general. 

Indeed, such explicit definitions as Vcblen gave of institu- 
tions^ show this psychological approach. Institutions are defined 
as principles of action about the stability and finality of which 
men entertain practically no doubt. Thus the principles of 
marginal utility find such ready acceptance among the uncritical 
because they appear to be so much in conformity with the 
institutions — the habitual, conventional modes of behaviour — 
of a pecuniary culture. Once it is understood that Veblen’s 
and the Veblenians’ definition of social institutions is in ideal 
terms, there should be little room left for some of the perplexing 
questions which inevitably arise about the relation of Veblen 

^ See, for example, T. Veblen, The Place of Science in Modern Civilizationy 
PP- 239, 241, and 250-1. 
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to Marx, Veblen’s institutionalism rests on a foundation of 
what might be made into a general social psychology, while 
Marxism is founded upon an a priori view of the main motive 
force of history in which a specially chosen definition of 
social class was the essential element. Veblen is concerned with 
phenomena which in the Marxian scheme of social analysis 
belong to the ‘superstructure’. The Veblenian institutions are 
the religious, aesthetic, literary, and other complexes^ of ideas. 
Probably their closest intellectual relations arc theTaretian 
derivations. \ 

This peculiar interest of Veblen’s is evident in every one of 
his writings. It enabled him to make numerous acute and 
memorable observations on certain aspects of capitalism — our 
pecuniary culture, as he significantly called it. But it is difficult 
to avoid the feeling that he was much more interested in the 
mental processes which accompany the working of our present 
economy, in the rationalizations of behaviours which it pro- 
duces, and in the habits of thought in which it is enshrined, than 
either its precise working or in the social relations which underlie 
it or arose from it, and the purposes of human progress which 
it served. His most popularly successful works are precisely 
those which deal explicitly with these epiphenomena of capital- 
ism; first and foremost among them being The Theory of the 
Leisure Class. Here, his psychological interest, his critical method, 
his ironic style, and his anthropological approach combine to per- 
fection to produce a great book. It does not matter that the style 
is in places almost unbearably stilted and that the book has 
that air of audacious charlatanism which pervades so much of 
Veblen’s writing. Nor does it matter that many of the premisses 
upon which the argument is built are of the flimsiest (for ex- 
ample, the acceptance as axiomatic of a barbarian distinction 
between ‘exploit’ and ‘drudgery’ which conceals a world of 
problems). Within the real limits of the study (namely, the 
analysis of the functional attributes of a modern leisure class) 
Veblen’s touch is always sure. His exposure of the utterly fic- 
tional character of most of the social functions of the leisure 
class is all the more merciless because of the subtle and yet 
deliberately transparent pretence of dispassionate objectivity 
with which it is made. Its categories, such as ‘pecuniary emula- 
tion’, ‘conspicuous leisure’, and ‘conspicuous consumption’, 
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have proved their power by their incorporation in the language 
of social analysis. 

The Theory of the Leisure Class has, however, only very limited 
relevance to the problems of political economy. The closest 
approach to economic theory is to be found in those parts in 
which it returns to something like the classical analysis of the 
productivity of labour. Even though its conclusion has little in 
common with Adam Smith’s ‘material’ criterion, it does help 
to dispose of the circular, all-embracing definition of productive 
labour of the modern marginalist schools, which is sometimes 
obscurantist, and often lifeless. But the chief import of Veblen’s 
analysis is cultural. It derives its criteria from axioms taken 
over from other realms, whose dubious character is concealed 
beneath such glib phrases as ‘instinct of workmanship’, which, 
even if they should prove sound, are unsuitable for the specific 
needs of economic analysis. One has only to compare Veblen’s 
discussion with the definitions of productive labour with 
which Smith, Ricardo, Malthus, and, in a different way, the 
modern school wrestled, to see for what purpose such an instru- 
ment of definition has to be fashioned in the field of economic 
analysis. Veblen gave up the search for an explanation of the 
working of the modern economy of which this forms a part, in 
favour of the more entertaining but less fundamental description 
of the mode of behaviour by which a leisure class maintains its 
separate cultural identity. 

This part of Veblen’s work, the critique of a pecuniary culture, 
is without doubt his greatest original achievement. His style 
was peculiarly adapted to it; and he produced not only some 
delightful aphorisms,^ but also many profoundly penetrating 
analyses. The immediate interest of the economist is, however, 
liot well served by work of this kind. When one asks what it was 
that Veblen put in the place of the classical political economy 
which he rejected, one is left with something which claims to be 
a theory of economic development. This theory, it is true, is 
nowhere systematically expounded, but in that respect Veblen 
may claim to be in the company of many great writers. We 
may piece it together, first from the critique of economic 
classicism itself, then from a number of works which deal 

^ For a typical example see the definition of snobbery: The Theory oj 
i^usi/iess Enterptise (1904), p. 388, n. 2. 
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somewhat more explicitly with the subject, and finally from 
writings in which Veblen makes some special applications, 
economic or political, of his theory of economic evolution. 
Vcblen’s critical views have already been discussed. Among the 
large number of other works from which a theory of economic 
development can be distilled, The Instinct of Workmanships 
The Theory of Business Enterprises The Engineers and the Price 
Systems and Absentee Ownership may be mentioned^ For the 
application of his central ideas to a number of specific topics, 
one may have recourse to Imperial Germany and the \Indus trial 
Revolutions An Enquiry into the Nature of Peace and the Terms of Its 
Perpetuations and the extremely interesting articles, written for 
The Dials which are published in Essays in Our Changing Order. 

The central theme of Veblen’s theory of economic change is, 
at first sight, startlingly similar to that of Marx. Like Marx, 
Veblen stresses change and movement; like Marx, he builds his 
system round a conflict between two opposing forces. Techno- 
logy is one pole of Vcblcn’s process. It is to be regarded as the 
sum total of knowledge, skill, and technique available in the 
community at any moment of time. It is to be thought of in 
terms of the ‘tangible facts of workmanship’, the sole aim of 
which is to make production more efficient and more abundant. 
Technology is continually developing. It is driven by that 
‘sense of economic or industrial merit’ inherent in all men, 
which is ‘an impulse or instinct of workmanship; negatively 
it expresses itself in a deprecation of waste ’.^ The development 
of technology is the most potent cause of changes in institutions. 
We have already seen Veblen’s definition of institutions. To 
repeat, they are made up ol' biological instincts and reflexes, 
and they are the result of conditioning and habituation. 
Technology, by changing the way of performing the material 
operations of living, makes certain habits and modes of thought 
(institutions) out-of-date and stimulates the creation of new 
ones. Here is a powerful cause of conflict, not unlike the conflict 
between the ‘forces of production’ and the ‘social relations of 
production’ of Marxian theory, though, as we have seen, placed 
in the ideological sphere. The chief manifestation of that 
conflict in modern times is the antagonism between ‘business’ 
and ‘industry’. The former is made up of the ways of thinking 
Veblen, Essays in Our Changing Order (i934)» p. 8i. 
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of the business community, the absentee owners and their 
retinue, who are far removed from the essential quality of the 
machine process. They have made pecuniary gain the touch- 
stone of their behaviour and have erected an elaborate appara- 
tus for testing everything by that criterion. ‘Industry’ has other 
criteria. It is concerned with the material improvements of the 
productive process; and the engineers, inventors, skilled workers, 
and — though far behind and only dimly discernible in V^eblen’s 
theory — the industrial working-class generally, arc its pro- 
tagonists. 

It is not possible within the scope of this survey to deal with 
the problems raised in the Veblenian philosophy of history. Its 
relation to that of Marx has already been touched upon.^ Nor 
is this the place to discuss the political moral which Veblcn 
seemed to point in his Engineers and the Price System and which 
some of his more exuberant followers made into the techno- 
cratic creed with its dubious, if not pernicious, implications. As 
a theory, Veblcn's view of historical change is, to put it mildly, 
full of unexplained assumptions. It is strikingly subject to the 
charges which he himself levelled against classical economics. 
But in his own hands it became a useful instrument for the 
discussion of specific historical problems. Much of Imperial 
Germany is wrong-headed and obviously full of the most 
amateurish psychology and anthropology. But the bulk of it is, 
to this day, a magnificent analysis of the delayed impact of 
capitalism upon German feudalism, over the acuteness of 
which one may well forget its author’s preconceptions. The 
same is true of all Vcblcri’s writings which deal with war and 
peace, not only the Nature of Peace^ but also the smaller articles 
written at the time of World War I and after. One has only to 
read the half-forgotten review of Keynes’s Economic Consequences 
of the Peace Treaties^ to see that at least in Veblcii’s own hands 
his theory could be made to yield interesting results. 

From the point of view of economic theory proper, however, 
the use of the Veblenian dichotomy is quickly exhausted. Its 
main application may be found in the distinction between 
pecuniary capital and industrial capital, and the Sismondi-like 

^ For an interesting and well-informed comparison, see A. Harris, 
‘Economic Evolution Dialectical and Darwinian’, Journal of Political 
Economy^ vol. xlii, pp. 34 sqq. 

® Included in Essays in Our Changing Order (1934). 
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consequences for employment and crises which Veblen draws 
from it. Veblen argues that there is no necessary connection 
between the physical means of production employed in industry 
and the value of capital assets, the pecuniary capital with which 
the absentee owner is concerned. These values are capitalized 
‘on the basis of their income-yielding capacity to their owner 
They are enshrined in assets — titles — which are intarigible and 
which serve no materially productive purpose. Here, then, is 
another manifestation of the basic conflict of our 'economy 
which has shown itself in a variety of forms, bccorning ever 
more marked in the course of history. 

The development of credit and the growth of the modern 
corporation have accentuated this conflict. Through modern 
corporation finance there is brought about a rapid increase in 
the gap between ‘ business capital . . . the volume of business, as 
counted in terms of price, etc.’ and ‘the volume of industry . . . 
the aggregate material apparatus of industry There is no 
reason to suppose that every time capital funds are increased 
there will be a corresponding increase in the ‘ physically useful 
goods . . . back of these funded savings’.'^ There is, in fact, a 
strong presumption against such correspondence. And out of 
this disparity Veblen fashions his two most specific economic 
theories: the relation between advancing technology and the 
structure of business organization, and the explanation of crises. 

These two theories are very closely related to one another and 
may best be summarized together. Two opposite tendencies 
may be observed. The increase in the value of pecuniary capital 
is cumulative. Pecuniary capital grows partly as the result of 
the increasing complexities of corporate organization and 
banking, and partly in response to every external stimulus such 
as an armament race or a war. On the other hand, the progress 
of technology is constantly tending to reduce the value of 
capital assets. Technology introduces new means of produc- 
tion, increases efficiency, and increases the rate of obsoles- 
cence of existing capital equipment. It is this which is con- 
tinually causing a decline in the value of existing capital assets, 
because this value must ultimately be based on earning capacity. 

1 T. Veblen, The Place of Science, p. 359. 

2 T. Veblen, The Theory of Business Enterprise, p. 99 

* ibid., p. 87. 
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From the pecuniary point of view, the point of view of the 
absentee owners whom our economy has placed in charge of 
the process of production, the progress of technology is a hostile 
force. It undermines the value of capital, and it is continually 
tending to create business depressions. 

Vcblen’s explanation of the business cycle follows logically 
from this argument. Fluctuations in economic conditions are 
simply the expression of the excessive inflation or deflation of 
capital values above or below the income-earning capacity of the 
assets which these values are supposed to represent. The tendency 
is for capital values to be increased out of all proportion to physi- 
cal assets. Crises are the inevitable consequence of such inflation. 
A process of liquidation, of ‘writing down’, must follow, which, 
because of the highly artificial and tenuous relation between 
physical and pecuniary capital, will again tend to go too far. 
This may, in itself, produce a turning-point and so start a fresh 
upward movement of business conditions. It would be interest- 
ing to follow out these suggestions as to the possible place of 
successive movements of inflation and deflation in the history of 
economic growth and decay, perhaps in combination with 
Keynesian concepts (indeed some hints arc to be found in 
Keynes’s General Theory). Veblcn himself, however, was too pre- 
occupied with his institutions and their historical role to trouble 
about the strictly economic conclusions to which his theory 
might lead. 

Nor was he a believer in a perpetual wavelike motion of 
economic activity. He thought that there was an historical down- 
ward tendency, that business would find it increasingly difficult 
to lift itself out of the trough of depression. The tendency for 
technology to improve was very powerful; it did moreover call 
forth important changes in the structure and practices of busi- 
ness which were themselves tending to perpetuate a state of 
depression. Advances in productivity brought about by techno- 
logical progress have ‘forever threatened to lower the cost per 
unit and to increase the volume of output beyond the danger 
point — the point written into the corporation securities in the 
shape of fixed charges on funds borrowed for operation under 
industrial conditions that have progressively grown obsolete’. 
The ‘custodians of absentee-credit’ must therefore engage in a 
‘business-like sabotage, a prudent measure of unemployment 
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and curtailment of output’.^ The monopolization of industry 
and the complexities of modern finance capital, which arc a 
part of the development of the inherent qualities of absentee 
ownership, must also be regarded as a response to technological 
development, which results in keeping business in a perpetual 
state of semi-depression. But technical progress does go on, 
notably in the industries producing capital goods. |^t gives a 
differential advantage to new investors at the expense of the 
old, and it revives competition at the same time aV it calls 
forth an intensification of the defensive monopolizalfion and 
financial elaboration of existing concerns. The conflicts inherent 
in the system are thus bound to grow progressively more acute. 

In The Theory of Business Enterprise^ and even more so in 
Absentee Ownerships the possible outcome of this conflict is 
pictured in very pessimistic terms. In the earlier book the choice 
is still left open. Business enterprise, it is true, is regcirded as a 
transient phenomenon, a biological sport. It is bound to dis- 
appear and to be followed cither by the development of a 
society consciously based upon the logic of modern machine 
technology — an industrial republic — or by a complete reversion 
to the dark ages of feudalism. The rapid shrinking of the world 
because of technical advance and the aggressive imperialist 
national policies which are, according to Vcblcn, the inevitable 
corollaries of modern business enterprise make the ultimate 
clash and the ultimate choice inevitable. 

The Theory of Business Enterprise in the end leaves it a ‘ blind 
guess ’ which tendency would prevail. In his last book, however, 
Veblcn seems to have made up his mind that the more pessimis- 
tic of the two possibilities was the more probable. In Absentee 
Ownership there is a suggestion of despair on the part of the 
author over the continued readiness of the ‘ underlying popula- 
tion’ to bear the burden of the control of its destinies by the 
‘money power’. Out of this despair grows something of a convic- 
tion that business enterprise is irrevocably embarked upon the 
course of becoming increasingly feudal. An ultimate collapse 
of civilization is therefore far from improbable. Here is yet 
another important difference between Veblen and the nine- 
teenth-century socialists who were both more partisan and 
more optimistic. A quality of despair in the future is present 
^ T. Veblen, Absentee Ownership (1923), p. 97. 
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in nearly all of Veblen’s later writings, and this may well 
be the outcome of that ‘objective/ somewhat cynical, attitude 
to social problems which Veblen cultivated in his middle years.^ 

The sumanary just given of this unique American sc»cial 
thinker’s work is far from exhaustive. But enough has been said 
to show the quality of his thought. It only remains to add 
something about the influence which he left behind. Veblen 
was a controversial figure during his lifetime, and to some 
extent he remained so after his death. As a result, one might 
expect that he would have had a militant following which 
would ultimately create a definite school of thought. On the 
face of it, that is precisely what appears to have happened. An 
‘institutionalist’ school did make its appearance on the 
American theoretical scene, and until ( omparativcly recently 
its tenets formed one of the most popular subjects of debate 
in the field of economic methodology. It is not necessary to 
re-examine this debate and the voluminous literature in which 
it is embodied; for one of the most striking things about it is 
tlic fact that it is now almost completely dead, and that inter- 
mittent attempts to revive it have invariably failed to arouse 
much interest. The reason is probably to be found in the fact 
that the most prominent of Veblcn’s followers subscribed to 
only one part of his work. It is true that there arc a number 
of writers who uphold one or the other ‘institutionalist’ inter- 
pretation of social development. They either stress legal forms 
and inodes of thought as the essential fields of economic 
study, or they repeat (without ever being able to develop) 
the Veblenian insistence on a conflict between technology 
and institutions. But the most influential and active among 
the economists who acknowledged their debt to Veblen have 
pitched their theory on an entirely different level. I’hcy have 
made a distinguishing characteristic out of the emphasis upon 
the importance of empirical studies in the field of economics. 
Veblcn’s works do not contain very many or very weighty 
pronouncements on the worth-whilencss of quantitative, statis- 
tical work. But those who partake of the oral tradition insist that 

^ A somewhat similar result is reached by Schumpeter in Capitalism, 
Socialism and Democracy. In spite of entirely differcnl arguments, these two 
authors (so different in antecedents and method, though similar in the range 

their interests) reach similarly pessimistic conclusions about the long- 
term viability of capitalism as we know it. 
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an emphasis on the importance of inductive studies of modern 
business is the chief precept which their contact with Veblen 
has impressed upon them. 

There can be no doubt about the results of tliis supposed 
Veblenian influence. Perhaps the greatest contributions of 
American economics are, as we shall see later, those in the 
statistical and descriptive branches of the subject. Thjssc contri- 
butions have come from the universities, and to an even more 
important extent from the interplay between the Universities, 
Business and Government, which is so striking a fbature of 
American economic thouglit. The construction of indices of pro- 
duction, the statistical studies of the national income, and the 
successful quantitative work in regard to international balances 
of payment may be cited as examples of the progress achieved 
along these lines. The rise of special research institutions and the 
vast endowments for empirical work in economics arc, in some 
ways, the outstanding features of the present state of economics 
in the United States; and many of Veblen’s disciples have been 
prominently associated with this development. Very few of 
them have preserved traces of their master’s preoccupation in 
the field of ideology or his radical attitude to the present eco- 
nomic order. Indeed, the observer is struck by the curious para- 
dox that strong conservatism marks the attitude of many 
American economists who claim spiritual descent from Veblen. 

Even if one were to accept the interpretation that Veblen’s 
chief legacy is an emphasis upon statistical studies, one could 
yet point out that Vcblen’s own writings were almost wholly 
theoretical in the same sense as the works of the classics are 
theoretical. What is more important, such an interpretation 
makes the arguments of the ‘institutionalists’ indistinguishable 
from those of the historical school, even after due allowance for 
the fact that the followers of Veblen arc interested in contem- 
porary ‘history’ and that they possess highly refined statistical 
techniques. It is, therefore, not to be wondered at that ‘institu- 
tionalism’ was very short-lived as a serious methodological 
issue. For there can be few reasonable economists to-day who 
would deny the importance of factual statistical work. On the 
other hand, as Veblen’s own work so well shows, nothing worth 
while has ever been achieved in any science by a perpetual 
amassing of facts without the guidance of theory. 
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The Inter-war Tears 

Uncertainty 

The title of F. H. Knight’s book, mentioned in the preceding 
cliapter, contains one significant word which had not previ- 
ously played a part in economic thought. This word, ‘uncer- 
tainty’, may well be used to characterize economics itself in the 
years immediately following World War I. In one sense eco- 
nomic theory remained strangely untouched by the cataclysm; 
its central doctrines, at least as taught to generations of stu- 
dents, were much the same as they had been for some decades, 
but in another sense it entered the post-war world badly 
bruised and battered. For its relation to the world of reality, 
to the pressing problems of the day, was now everywhere 
and all the time called in question. Refinements of the theo- 
retical structure continued; but the gap between it and the 
daily preoccupations of the public, of statesmen, and even of 
an increasing number of economists became ominously wide. 

The ’thirties saw a fresh impetus. There appears evidence 
of a fresh consolidation of academic economic thought, of 
a resumption of the process of internationalization of its 
doctrines, and also of a measure of co-ordination between the 
problems of reality and the economists’ literary output. But 
one would have to be very bold indeed to say that by the time 
World War II broke out economics had completely shaken off 
an inertia which had lasted nearly two decades. 

It is impossible in a few pages to deal in detail with the work 
of this period. The scope of the chapter must be severely 
circumscribed. To mention all the authors who made contri- 
butions of substance would reduce this account to a mere 
catalogue of names. As for the subjects that are to be discussed, 
they are limited by the structure of this book, which excludes 
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many branches of economic thinking. One interesting part of 
present-day thought will have to be omitted, the discussions 
which arc not confined to the professional practitioners of 
economics. It is easy to ignore the more ‘popular’ contributions 
to the subject made in the past. For example, in a short review, 
the interesting ideas of Thomas Atwood or the bimetallist 
cpntroversy may be omitted with some justification. But it is a 
little more dangerous to exclude from consideration Ithe stuff 
of which contemporary economic discussion in newspapers and 
magazines is made. The heterodoxies of to-day may, at 'a future 
date, appear as indispensable tributaries to the main stream of 
economic science. 

During the inter-war period, there arose a widespread belief 
that economic theory was not designed to grapple with the 
new problems created by the war. The first world-war itself, 
of course, gave a strong impetus to government regulation 
of economic life. This created a crop of new specific problems 
in the field of economic policy and at the same time weakened 
the extra-academic influence of economic theory, because this 
was still overwhelmingly non-interventionist. The problem of 
achieving an increase of social welfare by appropriate economic 
measures was also given greater attention. This was partly a 
direct result of the responsibilities which governments had been 
forced to acknowledge in wartime, and partly a consequence 
of social and political upheeivals which war and revolution had 
created. In tliis respect, too, the supposed indifiTcrence of ac- 
cepted economic theory caused an impatient public to lose 
much of its faith in that theory. 

Even if there were many ways in which economic theory 
could, with justice, still be shown to be relevant, new problems 
seemed to be demanding new methods. This was obviously 
the case in two of the most important technical problems 
of the post-war period: international trade and monetary 
policy. The dislocation of customary channels of trade, the 
change in the relation of international debtors and creditors, 
and the new national units which embarked upon policies 
of extreme economic nationalism put a strain upon the pre- 
war mechanism of international trade and payments which 
that mechanism was unable to bear. Many economists argued 
that economic theory could hardly be said to have been under- 
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mined by problems which were the result of practices which 
took no account of the conclusions of economics. Nevertheless, 
the net effect of the concentration of attention upon practical 
problems was to make the gap between theory and policy 
even wider, because these problems were not posed in such 
terms as to make established doctrine relevant to their solution. 

One important result of this development was an increasing 
separation of the economists themselves into those who con- 
tinued to refine the central doctrines of the theory of choice 
and of production, and those who plunged into the world of 
affairs and devoted themselves to the problems of monetary 
stabilization, of the business cycle, or of the policy of the slate 
toward the monopolistic organization of business. The bulk of 
the literature of the ’twenties, both learned and popular, was 
concerned with questions of this kind. Monetary reform ideas 
were particularly abundant. Nineteenth-century doctrines 
were revived and a whole host of new schools of monetary 
Iierctics made their appearance. They ranged from compara- 
tively restricted proposals, which often had some sanction from 
‘respectable’ economic opinion, to far-reaching programmes of 
reform, more reminiscent of the notions of Proudhon and of 
similar nineteenth-century social critics. These theories would 
well deserve detailed treatment. In particular, the social and 
political roots of the monetary doctrines of Major Douglas, of 
the mystical views on wealth and debt of Professor Soddy, of 
the ‘free land’ and ‘free money’ agitation of Silvio Gesell, 
would form an interesting subject of analysis. What needs, 
however, to be pointed out is that the keen discussion which 
those views evoked and the many adherents which they could 
claim, particularly in the years immediately after the Great 
Depression, were both a symptom and an aggravating cause of 
the decline of relevance and of authority of economic theory. 

It is not suggested that economic theory in the proper sense 
was unaffected by the changes in the world around it. But the 
theoretical reflections of the economic and political upheavals 
of the last generation were slow in appearing and, as we 
shall see in the next chapter, have only now become fully 
discernible. 

The most direct effects are to be found in the large volume of 
work carried on in the ’twenties and ’thirties in the closely 
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related fields of monetary and business cycle theory and in that 
of international trade. In addition, and not unconnected with 
these developments, the early ’thirties witnesses a lengthy con- 
troversy on the theory of a planned economy as well as a re- 
examination of the methodology of economics itself. 

A detailed examination of developments in business cycle 
theory would go beyond the scope of this book. A few words 
must suffice to describe the very intensive work in ^ this field 
which took place between 1925 to 1935. The mosi striking 
feature of that decade is the gradual combination of .different 
strands of thought, in particular of the monetary apd non- 
monetary schools. In each, separately, much work had taken 
place. Under the leadership of Hawtrey, Keynes and Robertson 
the study of the relationship between prices and monetary and 
credit policy and the consequences of changes in both on 
business conditions was increasingly refined.^ Historical re- 
search and governmental enquiries added much material to an 
understanding of both the domestic and international impli- 
cations of monetary disturbances.^ The resulting body of 
theory, though more sophisticated, shows a clear family resem- 
blance to traditional English doctrine as it emerged from the 
controversies that followed the Napoleonic wars. 

Meanwhile, building on the foundation of the Bohm- 
Bawerkian theory of capital, a number of authors, notably in 
Scandinavia, Austria and Germany, and to some extent also 
in the United States, had developed a theoretical apparatus for 
analysing changes in the structure of production following upon 
fluctuations in the general level of business activity. In the 
resulting theories, special emphasis was placed upon the dis- 
proportions which arise between different branches of pro- 
duction, particularly between, on the one hand, those concerned 
with construction and the production of capital goods and, on 
the other, those producing consumer goods. These theoretical 

^ It is perhaps invidious to mention only one work from among a vast 
literature, but Professor Robertson’s Banking Policy and the Price Level (1932) 
must be regarded as the outstanding contribution in that field during the 
period. 

2 As an example of the former J. Viner’s classic Canada's Balance of 
International Indebtedness 1900-1913 (1924); as one of the latter the report 
of the ‘Macmillan Committee’, Report of the Committee on Finance (1931) may 
be mentioned. 
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inquiries were strongly supplemented by a very large increase 
in statistical studies. In this field, the United States assumed a 
lead which it has never relinquished since.^ 

The full fruits of this activity are best seen in the final work 
of Keynes: in retrospect, much of it can be regarded as having 
prepared the way. But already in the early ’thirties, before the 
appearance of the General Theory^ a considerable coalescence of 
various schools of thought was perceptible. Increasingly, the 
content of economic fluctuations was seen in shifts in the use of 
resources between consumption, stocks, and investment; while 
to monetary factors was assigned an important (though not the 
exclusive) role in either generating or propagating such changes. 
The sharpness of earlier controversies between the different 
schools was tending to disappear, and in the period immediately 
following the Great Depression, which, at the outset, had 
exacerbated the debate, a more tolerant and eclectic attitude 
became a prominent characteristic of economic thought on 
these matters. 

Less quickly composed was the methodological debate which 
broke out in the ’thirties, partly no doubt again under the 
stimulus of depression and unemployment. One aspect of it was 
(oncerned with the economics of ‘planning’. In purely eco- 
nomic terms, the discussion ranged round the question how 
far a rational distribution of resources could be achieved with- 
out the use of the price mechanism; or, conversely, how far 
and in what form pricing would need, and could continue, to be 
used in an economy in which the majority of productive re- 
sources were collectively owned. In its purest form, this dis- 
cussion had its origins long before the first World War, with 
Wicser’s concept of natural value as its theoretical starting 
point. The debate received a strong impetus as a result of revived 
attention to the problem of state intervention, itself provoked by 
the economic fluctuations of the inter-war years; and some 
added interest was given to the problem by the experiments in 
authoritarian economic planning in Russia. On the one side, a 
number of attempts were made to show how far the pattern of 
the use of a community’s resources could be laid down from 
above without involving complete regimentation, not only of 

^Wesley Mitchell’s Business Cycles and Unemployment (1923) may be 
mentioned as perhaps the most typical example. 
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the material factors of production but also of human labour. On 
the other side, this kind of interventionism was criticized on the 
ground that ‘partial planning’ was not possible and would 
necessarily involve progressive authoritarian direction leading 
to the ‘servile state’. It was also argued that even if, per 
possibile^ planning could stop short of serfdom, it could ensure 
neither as rational nor as stable a distribution of resources as 
the market economy.^ 

In retrospect, the debate seems somewhat unnecessary, not 
to say irrelevant: the main source of cnlightenmeyit on the 
possibilities and limits of action by the public authority were 
to come on the one hand out of the new theoretical Work asso- 
ciated with the Keynesian school, on the other out of the actual 
experience of government action in war time. Another, and 
perliaps more significant efiect, however, of what was in essence 
a re-examination of the economic case for laissezfaire was the 
renewed attention which it directed to the scope and method of 
economics generally. In this respect, the most striking develop- 
ment of the period immediately preceding the second World 
War was the appearance of a new and more intransigent 
economic formalism. This may be regarded as, in part, a revolt 
against the implied acceptance of interventionism of much of 
the contemporaneous work in the field of the monetary and 
trade cycle theory, reinforced by the evident failures of many 
restrictionist and nationalist governmental policies of the ’twen- 
ties and ’thirties. In part it was a consequence of the refinements 
of the logic of economics brought about by the greater use of 
mathematical methods. Briefly, the doctrine amounted to a 
proclamation of the neutrality of economics vis-d-vis the ultimate 
ends of human conduct. This view was much influenced by the 
new Wissenshaf tslehre based on neo-Kantian philosophy and 
developed by such writers as Heinrich Rickert and Max Weber. 
Their work was designed to define its material in a way which 
strengthened the formal quality of theoretical results. It was, per- 

^ The subject has a vast literature, more voluminous and thorough on the 
anti-planning than on the pro-planning side. The most comprehensive work 
of the non-interventionist school is Miscs, L., Die Gemeinwritschqft (1932)- 
For a very balanced, not to say sceptical assessment of the possibilities of 
planning as seen by some economists at that time, see Hall, R. L., The 
Economic System in a Socialist State (1937). 
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haps not unnaturally, in the home of Menger that the signifi- 
cance of the new methodological development was first realized. 
We can regard as its manifesto Weber’s essay, ‘Die Objektivitat 
sozialwissenschaftlicher und sozialpolitischer Erkenntnis’ (1904) 
in which not ‘the material relations between things, but 
the intellectual connection between problems’ is made the cri- 
terion by which the fields of the sciences are defined.^ According tp 
Weber, the function of social science is to provide ‘concepts and 
judgments which are not empirical reality, nor pictures of it; but 
which allows us to arrange it intellectually in a valid manner’. 
This attitude was presented most clearly to the English-speaking 
world in Professor Lionel Robbins’s Essay on the Nature and 
Significance of Economic Science. The essence of its message is in 
the sentence, ‘there is no penumbra of approbation round the 
concept of equilibrium, equilibrium is just equilibrium’.^ 

This sentence must not be taken to mean that those who hold 
these views do not also have something to say on particular 
problems of public policy. Indeed, Professor Robbins, for one, 
has been one of the most active and acute commentators on 
many practical issues. But, methodologically speaking, it would 
be argued, such comments can only in part be derived from the 
theorems of economics (which, given adequate data, can at best 
demonstrate the implications of different actions). In part they 
arc based on a number of practical judgments for which the 
economist may be especially well-informed but which he makes 
essentially as citizen and not as economist. It could be contended 
that such an attitude is not fundamentally in conflict with the 
liberal element contained in the tradition of economics. In the 
physiocrats and in the forerunners of the English classics, the 
political elements in economic reasoning had an obviously 
metaphysical character. But already in Adam Smith, and par- 
ticularly in Ricardo, the providential quality of the natural 
order could be said to receive little more than lip service. 
A development which finally frees economics from its philo- 
sophical antecedents could, therefore, be said to be a consistent 
development of the trend towards basing precepts regarding 

^ Gesammelte Aufsdtze zur Wissenschaftslehre (1922), p. 166. 

^ ibid., p. 1 13, 

* L. Robbins, An Essay on th Nature and Significance of Economic Science 

(^935), p. 143- 
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public policy on utilitarianism in its strictly pragmatic sense.’^ 

But even this, more thorough heartsearching on the part of 
some economists did not have any lasting effect. In England 
and America where theoretical activity was greatest, the tradi- 
tional reluctance to delve too deeply into the more philosophical 
aspects seems to have made economists hesitant explicitly to 
take up the challenge of the new ideas. Moreover, energies were 
engaged on the many immediate practical problemsjleft in the 
wake of the depression. In an indirect way, however, the new 
view of the role of economic science in the real world influenced 
at least one of the more important developments' in pure 
economic theory, the new formulations of the theory of 
equilibrium. 

This, most striking, specific theoretical development, to 
which we may now turn, did not appear until the middle ’thir- 
ties. As an aftermath of crisis and depression there was a marked 
speeding-up of activity on the theoretical front. It concerned at 
first the more recondite branches of economic thought, and was 
closely related to the new methodological discussion which has 
already been mentioned. Some particularly delicate refine- 
ments were soon afterwards made in the theory of choice. Later, 
the more obviously realistic branches of theory, those dealing 
with competition and production, began to share in the renais- 
sance. Later still, the larger problem of classical political 
economy — the determination of the general level of economic 
activity — was once again put in the centre of theoretical dis- 
cussion. Indeed, it is at this point that the gap between eco- 
nomic theory and economic practice again begins to be closed. 


The Theory of Equilibrium 

The central core of modern economics, the theory of con- 
sumers’ choice and the theory of equilibrium of exchange and 
production, was cast substantially in the same mould in the 
’twenties as it had been before World War L Some differences 
of formulation existed, but the general tendency was for 
unification. In England some traces of the real-cost, disutility 
approach persisted until the ’thirties. This was, no doubt, due 

^ See Professor Robbins’s most recent work, already referred to: The 
Theory of Economic Policy in Classical Political Economy (1952). 
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to the overwhelming influence of Marshall, whose work never 
succeeded in cutting adrift completely from its nineteenth- 
century antecedents. Both in Marshall and in many of his 
followers there is also to be found an often deprecated, but 
evidently ineradicable, liking for implicit ethical postu- 
lates which left English theory with a characteristic Victorian 
flavour. 

# 

In America, as has already been pointed out, the non- 
utilitarian interpretation of marginalism had more quickly 
gained the upper hand; and had Wicksteed been writing in the 
New World rather than in the Old, his Commonsense would not 
have remained isolated and forgotten, to be resuscitated only 
in the ’thirties. In Austria too hedonism was abandoned; and 
under the influence of Menger and Wieser (with the proximity 
to Lausanne acting perhaps as a contributory factor) the ordinal 
view of utility and the mutual relationship of cost and value, 
embodied in the opportunity-cost principle, became accepted 
doctrines. 

The mathematical expression of economic relationships, at 
first associated with the Lausanne school, also became more 
widespread. Obviously, the purification of the utility concept, 
the opportunity-cost doctrine, and the marginal-productivity 
theory of the productive shares are more appropriate to the 
neutral language of functional equations than were the doctrines 
of John Stuart Mill. And although it was not until the ’thirties 
that a substantial increase took place in the literature of 
mathematical economics, there can be little doubt that mathe- 
matical formulations of widely accepted doctrines were an 
important factor in the spread of a certain degree of eclecticism 
and in the internationalization of theory in the first three 
decades of the present century. This eclecticism and this dis- 
appearance of national doctrinal barriers are well exemplified 
in one of the best expositions of the economic theory of yester- 
day, Knut Wicksell’s Lectures in Political Economy (1901). Al- 
though published before the period we are now discussing, the 
first volume of this work remained probably the best single 
synthesis and exposition of marginal-utility economics for more 
than a quarter of a century. In some respects, notably in the 
marginal-productivity theory, it contains many original contri- 
butions. But its outstanding quality is the skill with which it 
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fuses elements from many divergent authors (for example, 
Walras and Bohm-Bawerk) into a single structure and the 
facility with which its author combines literary and mathe- 
matical methods of analysis and exposition. 

The mathematical method proved to be the one to produce 
the most clear-cut developments and refinements. These devel- 
opments are by no means the most significant; and in point of 
time they are later than other recent changes which |havc more 
profoundly affected the general status of economic theory. But 
they represent the most logically consistent advanc^ from the 
position reached by the second generation of mal^ginalists; 
and it may therefore be appropriate to sketch them first. The 
most elaborate refinement stems directly from the work of 
Fisher, Edgeworth, and Pareto, and, in a special sense, Marshall, 
in the theory of consumers’ behaviour; and from Walras and 
Pareto in the general theory of equilibrium. These, of course, 
are not the only antecedents. The basic concept of substitution 
which is involved in the present theory of consumers’ choice is 
to be found in substantially identical form, though expressed 
in words rather than in curves and equations, in the writings 
of Wicksteed and Knight. And in the latest versions of the 
theory, the influence of Marshall is very clear. 

An early attempt at a new formulation based on the Paretian 
technique is to be found in a paper written in 1915 by a Russian 
author, E. Slutsky.^ The best-known later version has been 
mainly the work of English economists. It was first expounded 
in an article by J. R. Hicks and R. G. D. Allen; and a more 
expanded statement of it was given by one of these authors, 
Professor Hicks, in his Value and Capital (1939). The first and 
second parts of this work set out to provide a definite exposition 
both of the theory ofsubj active value and of the theory of general 
equilibrium. It has also the advantage over the earlier statement 
of showing up more clearly the contacts between the new 
formulation and those of Pareto, Marshall, and Walras. It may 
be convenient to give a summary of it here as an indication of 
the direction in which marginal utility has been evolving. 

1 E. Slutsky, ‘Sulla Tcoria del bilancio del consummatorc Giornale 

degli economistsi ( 1 9 1 5) • . 

2 J. R. Hicks and R. G. D. Allen, ‘A Reconsideration of the Theory oi 
Value’, Economica (1934), pp* 52-76, 196-219. 
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Briefly, the new formulation attempts to do two things: first, 
to demonstrate the deficiencies of the older version, particularly 
that of Marshall, and to show how the Paretian approach 
enables one to overcome these deficiencies; and second to 
develop and complete the Paretian indifference curve method 
itself. In Marshall, it is asserted, the theory of consumers’ 
behaviour amounts to a comparatively simple expansion of 
Gossen’s second law. A consumer with given tastes and a given 
money income, when confronted by prices formed in a com- 
petitive market (which he must take as data) will, if he wishes 
to maximize total utility, ensure that ‘a marginal unit of 
expenditure in each direction brings in the same increment of 
utility’.^ This means that in equilibrium, marginal utilities 
will be proportional to prices, a conclusion which is emphasized 
not only by Marshall, but by Wickstced, Wickseli, Knight, 
and many others. Indeed, it has become a standard theorem of 
the text-book. 

Professor Hicks claims that Marshall’s theory suffered from 
its continued reliance on the concepts of utility and diminishing 
utility. For, despite the work of Monger and tlie frequent subse- 
quent denial of the measurability of utility, the Marshallian 
version still implied a given utility function — that is, a given 
absolute intensity of desire for a collection of goods — thus re- 
introducing measurability by the back door. At this point, it is 
argued, Pareto comes to the rescue. The indifference curve 
approach offers the solution of supplying a determinate equili- 
brium system with less data than seem to be involved in the 
marginal-utility approach. If we wish to represent graphically 
in the Marshallian manner the principle of diminishing utility 
for two goods, we would have to draw a three-dimensional 
diagram, the quantities of the two goods being plotted in two 
dimensions and their corresponding utilities in the third. A 
‘utility surface’ can then be drawn connecting all the points 
which represent the utilities of different collections of quantities 
of the two goods. The transition to Pareto’s indifference curves 
is then quite simple; it is the transition from a relief model to a 
niap. Utility is thus eliminated, because we are left merely 
with a series of more preferred, less preferred, and indifferent 
combinations of quantities of two goods. 

ij. R. Hicks, Value and Capital (1939), p. n. 
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It is claimed that this linguistic and expository change involves 
a major methodological improvement, because it makes it 
possible to start from the assumption that an individual prefers 
one collection of goods to another without inquiring into the 
extent to which he prefers it. If the claim were to be confined 
to saying that the notion of relativity and immeasurability of 
ptility — which Menger first stressed — only achieves precision 
when the concept of utility functions is dropped and the 
theorems are stated purely in terms of preferred positions on the 
indifference map, one could accept it. But the more extravagant 
suggestion that this change produces either novel basi^ concepts 
or that it is ‘a positive change in the foundation of the theory 
can hardly be maintained. The relative ‘greater or less’ notion 
of utility has always been an accepted part of modern marginal- 
ism, and it is not easy to see that one formulation produces any 
substantial improvement over the other where the difficulties 
which inevitably arise in the process of ‘quantification’ of 
subjective desires arc concerned. 

Some interesting expository consequences follow when the 
new terminology is substituted for the old. Diminishing marginal 
utility disappears with utility as such. In their place wc have 
marginal rate of substitution. This is not the place to define 
these new terms, or the uses to which they are put. But nearly 
every Marshallian theorem now finds its counterpart. Thus 
proportionality of marginal utilities to prices becomes the 
tangency of the price line to the indifference curve. In other 
words, the theorem now states that the marginal rate of substi- 
tution between two classes of goods (which is expressed by the 
slope of the indifference curve) must, in equilibrium, be equal 
to the ratio of prices. Diminishing marginal utility is replaced 
by diminishing marginal rate of substitution, or, in other words, 
by the condition that the indifference curve must be convex 
to the origin. But diminishing marginal utility and the con- 
vexity of the indifference curve are not identical propositions. 
For it is conceivable that in the case of certain goods (competi- 
tive or complementary ones) the relation of the marginal 
utilities may be such as to offset the direct effects resulting 


^ J. R. Hicks, Value and Capital, p. 21. 

466 



THE THEORY OF EQUILIBRIUM 

from increases or diminutions in the quantity, thus producing, 
at times, an increasing rather than a diminishing marginal rate 
of substitution; that is, a concave curve. Further conditions 
must therefore be stated, and this leads the authors of the 
new technique into an elaborate discussion of complemen- 
tarity. 

Another interesting ‘translation’ of Marshallian doctrine is 
to be found in the manner in which the law of demand is 
derived from the theory of choice. In Marshall this derivation 
requires the addition of a simple assumption, constancy of the 
marginal utility of money. Given this condition, it follows that 
the ratio between marginal utility and price must be constant; 
that is, that quantity demanded and price must be inversely 
related. Professor Hicks proceeds to show that this Marshallian 
assumption amounts to ignoring the effects of changes in 
income upon the demand of any commodity in relation to 
changes in that commodity’s price. By an extremely skilful 
separation and subsequent union of the analysis of the income 
and price effects upon the demand of a commodity (including 
the case when that commodity is the inferior of a pair of substi- 
tutes), Professor Hicks presents a law of consumers’ demand 
which is more flexible. At the same time he demonstrates that 
lor the major part of the probable cases Marshall was right in 
1, ignoring income effects, in concentrating upon substitution ef- 
fects of price changes, and thus in deducing his general law of 
the downward sloping demand curve. The discussion then pro- 
ceeds to cover the special case of the seller and to show the exist- 
ence of an asymmetry between the law of demand and that of 
supply in the sense that the ‘exceptional’ cases, in which the 
curve slopes in a direction opposite to that postulated in the 
general case, are more probable on the supply side than on 
that of demand. 

A further interesting aspect of this re-examination of static 
economics (the only part of Professor Hicks’s important work 
which can be touched upon here) is the analysis of the equi- 
librium of exchange. In general, this bases itself largely on 
Walras; and it repeats the condition for the determinancy of a 
system set down by Walras, namely, that the number of equa- 
tions should be equal to the number of unknowns. The mathe- 
matical (and economic) inadcquency of such a simple condition 
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has repeatedly been pointed out/ but it is not possible to discuss 
here the simplifying assumptions which, so it is argued by the 
critics, have to be made before the Walrasian determinacy con- 
dition can be said to hold. Professor Hicks, having concluded 
that the Walrasian theorem is adequate, proceeds to show that it 
can be adapted to the indifference curve terminology in all cases 
iij which indifference curves can be drawn for the individuals 
concerned, independently of prices. There must, ! therefore, 
be excluded speculative markets, the Veblenian examples of 
conspicuous consumption, and the markets for the Vactors of 
production (where demand must depend on anticipated prices 
of the product). For other cases, the one where personal services 
are exchanged being perhaps the C2isc par excellence^ a determinate 
system is said to be demonstrable. 

Professor Hicks then turns to the question of the stability of 
such an equilibrium.*'^ A number of refinements are introduced 
to the well-known laws of supply and demand. Some of them, 
such as the special use of the new term ‘excess demand’ and the 
drawing of an excess demand curve, seem entirely pointless. 
Others, particularly the ones in which the previous separation 
of income and substitution effects of price changes are taken up 
again and combined with the analysis of the different position 
of the buyer and seller, are designed to make the analysis 
relevant to a larger number of possible situations and, there- 
fore, of increasing its ‘realism’. The upshot of the discussion of 
the stability conditions is, in Professor Hicks’s words, that the 
‘existence of stable systems of multiple exchange is entirely 
consistent with the laws of demand’, that the ‘conditions of 
stability arc quite easy conditions’, and that ‘instability can 
only arise from two causes: strongly asymmetric income effects, 
and extreme complementarity’.^ 

This reassuring conclusion is, however, hedged round with 
qualifications: it is reserved for the static part of theory; it 

1 See O. Morgenstern, ‘ Professor Hicks on Value and Capital % Journal 
of Political Economy (1941), pp. 368-77, where reference is made to the work 
of J. von Neumann, ‘Ober cin okonomisches Gleichungssystem, etc.’, and 
A. Wald, ‘t)ber die eindeutige positive Lbsbarkeit der neuen Produktions- 
gleichungen *, Ergehnisse eines mathematischen Kolloquiums (1938 and 1935 
respectively), see also A. Wald, ‘t)ber einige Gleichungssysteme der mathe- 
matischen Okonomie’, Z^itschrift fur National-Okonomie (1936). 

8 J. R. Hicks, Value and Capital, pp. 62-77. For comparison, it is amusing 
to sec the formulation in Henderson’s Supply and Demand. * ibid., p. 72* 
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excludes certain types of exchange; it is not, at this point, con- 
cerned with production; and above all, it is based on the over- 
riding assumption of the existence of perfect competition. It is 
true that the intellectual path by which the conclusions are 
reached is smoother than previous ones. The whole formulation 
is more elegant; and it has taken its place in the current body 
of the general theory of price and equilibrium. It is thus a useful 
new intellectual tool, and like other recent ones is free from the 
‘natural order’ implications for public policy from which earlier 
versions of marginalism suffered. 

In the theory of production Professor Hicks devotes about 
thirty pages of his book to an extension of his analysis of the 
equilibrium system to the problem of production. A situation 
other than perfect competition remains excluded, and Professor 
Hicks has little difficulty in replacing the consumer by a pro- 
ducer and the consumer’s indifference curve by a production 
curve (which relates amount of factor employed to amount 
produced). He then proceeds to est«iblish the conditions of equi- 
librium of production. Similarly, he examines the conditions 
under which such an equilibrium system will be stable, finds 
them not to be difficult of fulfilment, and concludes that we ‘may 
satisfy ourselves that a perfectly stable system of production 
equilibrium is a reasonable hypothesis’.^ 

However, a very interesting passage in this section treats, 
in passing, the difficulties which arise when the assumption of 
t)erlect competition is dropped. The whole question is disposed 
of in less tlian two pages. One cannot blame the author, who 
lias explicitly limited himself to the assumption of perfect 
competition. But it is indicative of the limitation of static eco- 
nomics that even so elaborate and refined a restatemciu of 
it remains untouched by what is undoubtedly one of the 
iwo most important recent developments in economic theory, 
the theory of monopoly and imperfect competition. It may 
serve as a useful introduction to a brief summary of this develop- 
ment to show the way in which Professor Hicks gets round 
the difficulty he has raised by his reference to the problem of 
competition in relation to the equilibrium of production. Pie 
points out that the equilibrium conditions include the postulate 
diat at the point of equilibrium both marginal and average cost 
1 J. R. Hicks, Value and Capital^ p. 104. 
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must be rising. But because at the point where marginal cost is 
at a minimum, average cost must necessarily be higher than 
marginal cost, it is possible for marginal cost to be rising while 
average cost is still falling. If price equals marginal cost (a 
condition of equilibrium), then, in that range, price will be 
below average cost. In other words, the producer will be selling 
at a loss, a situation clearly incompatible with equilibrium. 
This dilemma can, of course, be overcome by abandoning the 
assumption of perfect competition; for, in a monopoly, price 
may be higher than marginal cost to an extent determined by 
the degree of monopoly. But this step, as Professor Hicks points 
out, has ‘very destructive consequences for economic theory’; 
because in a situation of monopoly the stability conditions, so 
neatly established, become indeterminate, and this ‘wreckage 
is that of the greater part of economic theory’.^ The somewhat 
weak solution which Professor Hicks decides to adopt is to 
assume that the degree of monopoly is so slight that the postu- 
late of perfect competition does no great violence to reality. 
Although admitting that this may mean a serious limitation 
upon the problems to which the technique may be applicable, 
he expresses the doubt that the problems which arc thereby 
excluded are capable of much useful analysis by the methods 
of economic theory’.^ 

This statement may be contrasted with the fact that one of 
the most vigorous trends in recent economic literature has been 
based, at least by implication, on precisely the opposite belief. 
Probably the major part of the literature of ‘pure’ economic 
theory since 1926 has been concerned with the theoretical 
reformulations which are necessary once the assumption of 
perfect competition is dropped. The discussion took some time 
in starting. It derived almost wholly from Marshall, and 
arose out of the fact that there were many loose ends in the 
Marshallian system of equilibrium of supply and demand. 
Marshall’s time analysis, his concept of the representative 
firm, the place of increasing and diminishing cost in his theory, 
and the doctrine of external economies, were found to have 
been used in an ambiguous manner. An extensive literature 
grew up out of the attempt to clarify these concepts. 

These recent developments in the theory of the market and of 

^ J. R. Hicks, Valtie and Capital, pp. 83-4. * ibid., p. 85. 
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the individual firm exemplify particularly well both the inter- 
play between theory and practice and the development of 
theory itself. It would not be accurate to conclude that the 
writers who have been most responsible in recent years for 
the development of the new theorems have been directly led to 
llie study of monopolistic situations by the growth of monopoly 
in the real world. It was not Standard Oil, A. T. and T., or 
Imperial Chemicals, or the growth of the proprietary articfe 
which precipitated the discussion. Nevertheless, it was reality 
that caused dissatisfaction with the Marshallian doctrine. A 
simple, obvious fact of experience contradicted the conclusions 
of the traditional supply and demand analysis. In a large 
number of cases experience showed that a threatened onset 
of diminishing returns was not the real obstacle to an expansion 
of production by the individual firm. On the contrary, more 
often than not, the individual producer found that average 
cost was still diminishing at the point at which he stopped 
expanding his output. It was the market — that is, the extent to 
which he was able to dispose of this output without cither 
lowering price or incurring special costs — which formed the 
barrier. A barrier of this nature is, of course, well known and 
lias been studied extensively in the theory of monopoly. 

This pointer in the direction of monopoly theory was paral- 
leled by the rediscovery (through increased attention to mcithe- 
matical theory) of the work of Cournot. The possibilities of 
cut-throat competition through individual increasing returns, 
already envisaged by Marshall and powerfully supported by 
the actual history of large areas of modern business organiza- 
tion, also led back to a renewed study of monopolistic situations. 
Thus the two trends mutually reinforced each other. 

^rhcrc were a number of important forerunners of the great 
flobate on the Marshallian heritage. The first to question its full 
relevance to the problems of the real world was the late Sir 
John Clapham who, in an article in 1922, asked economists 
whether their various boxes labelled ‘Diminishing Returns’, 
‘Increasing Returns’, and so on, had any content.^ The dis- 
cussion was not, however, continuous, and it had to wait for a 
further powerful stimulus four years later from an article by 
Piero Sraffa which remains to this day the best statement of the 
H. Clapham, ‘Of Empty Economic Boxes’, Economic Journal, 1922. 
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problem, particularly from the point of view of the history of 
economic doctrines.^ It is therefore best to give a brief summary 
of Sralfa’s argument in order to see the setting in which the dis- 
cussion began. Sraffa begins with a statement of the place 
which, historically, the laws of returns have occupied in the 
theory of value. It is not necessary to recapitulate this at any 
length. Wc know that in classical theory the relation between 
unit cost and size of output was not given much i attention. 
Diminishing returns were considered mainly in relation to rent; 
and because they affected the cost of all things, the claWics, with 
their interest centred in relative prices, ignored them. Increasing 
returns were considered as a part of the doctrine of division of 
labour. The modern and Marshallian modification of this 
classical position was to generalize the two laws and to make 
them a part of the theory of value, where they provided the 
basis of the theory of supply. Diminishing returns, as is well 
known, were generalized to cover all factors with fixed supply; 
and increasing returns were made to consist, for this purpose, 
of what Marshall called ‘external economies’. This later restric- 
tion was necessary, because internal economics of scale were 
found to be incompatible with a stable competitive equilibrium. 

Sraffa points out the unsatisfactory character of the laws in 
this form. Wc have here an analogy to the indifference curve’s 
independence of prices, stipulated by Professor Hicks. For it is 
essential in the theory of supply and demand that the conditions 
of each should be capable of statement independently of one 
another. Applying this essential criterion to the laws of returns, 
wc find that such independent formulation of the conditions of 
production and demand is possible only in a very small number 
of cases. According to Sraffa, it is confined to those cases in 
which the production of an individual commodity uses the 
whole supply of a scarce factor, and to these in which there are 
economies which are internal to a whole industry, but external 
to the individual firm within that industry. Thus wc reach the 
same point as that which presented a dilemma to Professor 
Flicks. Sraffa, however, proposes that it should be met boldly 
by the abandonment of the assumption of competition, and 
by the application of the well-tried methods of monopoly 
analysis. These arc precisely applicable to a situation in which 

^ P. Sraffa, ‘The Laws of Returns under Competitive Conditions,’ 
Economic Journal (1926), pp. 535-50. 
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the individual firm finds the market, rather than its conditions 
of production, the limiting factor. 

SrafFa makes a most successful beginning with such a 
reformulation of the theory of market equilibrium. And on the 
foundation which he laid, others, notably Professor Chamberlin 
and Mrs. Joan Robinson, have built an imposing structure of 
new theory. ^ Sraffa’s beginning has now become an established 
part of the history of economic thought. Briefly summarized, ^t 
runs as follows. The starting-point is the position of the indi- 
vidual seller. It has already been pointed out by Marshall that 
‘when we are considering an individual producer we must 
couple his supply curve, not w'ith the general demand curve for 
his commodity in a wide market, but with the particular 
demand curve of his own special market Now this ‘individual 
demand curve’ — or better ‘sales curve’, as it has recently been 
called^^ — is downward sloping in the cases we are considering; 
that is to say, the individual seller is forced to reduce price if 
he wishes to sell more. Alternatively, he has to incur special sales 
costs (advertising, and the like) which may succeed in shifting 
the whole of his sales curve to the right or in reducing its slope. 

The latter method involves breaking down in practice what is 
an essential part of the assumption of perfect competition; 
namely, the indifference on the part of buyers as to the seller 
from whom they purchase. Or, in other words again, it involves 
tlie creation of heterogeneity among the products offered for 
sale by competing producers. If this can be established, the 
single market of competition becomes subdivided into a number 
of special markets for the products of each firm, separated from 
one another by more or less strong and more or less stable 
insulating walls of special buyer’s preferences. In that situation, 
as Sraffa pointed out, each firm has to consider the demand of 

^ E. Chamberlin, The Theory of Monopolistic Competition (i933);J* Robinson, 
The Economics of Imperfect Competition (1933). The extensive discussion, which 
ran through the Economic Journal from 1926 to 1933 and in which Professor 
Pi^ou, G. F. Shove, Allyn Young, and many others took part, should be 
coiisuked. Two articles in this group may be mentioned specifically: Visscr, 
J., ‘C^.ost Curves and Supply Curves’ in ^eitschrift fur Nationalbkonomie (1931), 
and Robinson, J., ‘Rising Supply Price’ in Economica (1941). Both should be 
r(‘ad in conjunction with Sraffa’s article and both are reprinted in Readings 
m Price Theory (1953). 

^ A. Marshall, Ptinciples of Economics (Book V, xii, 2). 

® R. Triffin, Monopolistic Competition and General Equilibrium Theory (1940), 
P- 5 , n. 3. 
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two kinds of marginal buyers: those who are marginal in its 
own special market, and those who are marginal to all the 
related ‘monopolistically competitive’ markets. Theoretically, 
its policy may be either one of price reduction to attract 
buyers away from the competitors, or one of buttressing its 
monopoloid position by maintaining the thickness of' the insu- 
lating wall between it and the others through the continued 
expenditure of sales costs. 

The upshot of Sraffa’s analysis is to show that in many cases 
where there arc a large number of sellers (and where, Vhereforc, 
one would normally think of the existence of competitton), and 
where internal economies are present but not excessively 
marked, the second alternative policy will be chosen. But this 
means that a determinate equilibrium — a monopolistic one — 
is possible in spite of the existence of conditions which make the 
apparatus of competitive equilibrium analysis inappropriate. 
It will not necessarily be an equilibrium with a single price, 
although that may be the case where the internal economies 
and the degrees of buyer’s preference have become slight and 
where the individual firms are fairly similarly placed. In such 
a case, the resulting price will tend to the level which would 
obtain under a single monopoly; and the competition of the 
individual firms will have as its object the securing and holding 
of as large a share of the total market as possible. 

There have been many elaborations and refinements of this 
line of reasoning. Most significantly, perhaps, the case of perfect 
competition has, since Sraffa, been increasingly analysed in 
precisely the same terms as that of monopoly or of the imperfect 
competition with which Sraffa’s theory was concerned. In 
Professor Chamberlin’s work, for example, we find a very 
ingenious restatement of the laws of supply and demand, 
including the theorem that, in competition, the equilibrium 
price equates demand and supply in such new terms as average 
and marginal revenue which, had they been in use before, would 
most certainly have been reserved for the theory of monopoly. 

These theoretical refinements cannot be dealt with in any 
detail here. They form more properly the substance of contem- 
porary text-books. But one or two special features of the new 
analysis may be mentioned. For example, the theory of competi- 
tive supply and demand equilibrium forms, in the new version, 
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an interesting solution of the expository difficulties which trou- 
bled Jcvons and Walras. As we have seen, the former was led to 
using the clumsy expedient of the ‘trading body’ and to misapply 
the concept of the ‘law of indifference’. The latter employed the 
more subtle but still unsatisfactory procedure of the prix crii 
and the tdtonnements. In the present theory, these difficulties are 
to a considerable extent overcome. The law of supply and 
demand are restated in terms which make the position of the 
individual buyer or seller in a competitive market much clearer. 
Professor Chamberlin’s formulation, in particular, is a simple 
and clear statement of the implication of the assumption of 
perfect competition. He uses the neat device of two graphs: one 
with composite curves representing the total demand and supply 
in the market; the other an enlargement, as it were, of that 
infinitesimal portion of the total market which the single 
buyer or seller occupies. This enables him to use geometrical 
propositions and terms to give precision to the conditions of a 
competitive market; the horizontal individual ‘sales curve’ 
becomes the expression both of the postulated conditions of 
equilibrium (absence of buyer’s preferences and absence of in- 
dividual influence over total amount supplied) as well as 
of their consequence, the infinite elasticity of demand for 
the product of an individual seller at the ruling market 
price. 

It is unnecessary to go through all the reformulations which 
this approach makes possible. The aim of profit maximization 
can be more precisely worked out; and the individual cost 
curves can be treated in the same way as their equivalent on 
the demand side, the individual sales curves. The scale of pro- 
duction in competitive conditions of the individual firm can 
then be analysed, as can that of a whole industry.^ Needless to 
say, exactly the same technique can be used for monopoly or 
monopolistic competition, because the initial impetus to the 
reformulation of the theory of the market came precisely from 
the realm of monopoly. The final outcome, in both Professor 
Chamberlin’s and Mrs. Robinson’s theory, is a statement of 

^ See, for example, E. A. G. Robinson, The Structure of Competitive Industry 
(msO* Written before the new terminology became generally accepted, 
diis book shows, nevertheless, the influence of the new approach and the 
*‘^finement which it represents over the Marshallian theory. 
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the conditions of market equilibrium which is of such generality 
that it can be applied equally to competition, to monopoly, 
or to any intermediate situation. 

One important consequence follows, and it is this which was 
uppermost in the conclusions at which Sraffa was hinting. Be- 
cause the conditions of equilibrium are now stated in similar 
terms for all market situations, it becomes possible to compare 
the results (in terms of price, output, and remuneration of the 
factors of production) to which each one leads. Thii aspect of 
the new theory is not very prominent in Professor Chamberlin’s 
work, but it phiys an important part in that of Mrs. Robinson. 
It is only fitting that this should be so, because it is to the 
Cambridge school and the Marshallian tradition that one must 
look for the elements of significance for practical policy to be dis- 
tilled from current academic economic theory. The whole theory 
of Professor Pigoii with its distinction between private and social 
marginal net product forms an obvious bridge between Marshall 
and the conclusions of the theory of imperfect competition. 
Again, a detailed exposition of this part of the theory would 
not be in place here, but it may be worth emphasizing that 
the newer refinements have only underlined the criticisms of 
what one may call the ‘optimal distribution of resources 
prejudice’ of economic theory, which were implied in Sraffa’s 
article. Output-restricting and price-raising tendencies inherent 
in the monopolistic and imperfectly competitive market 
have long been obvious to the observer of the structural 
changes in modern industry. These now have their theoretical 
expressions. 

The precise extent to which such comparisons may be taken 
is still a matter of debate. And it is not yet evident how much of 
an advance the new theories represent, particularly in regard to 
the precepts of policy which may be deduced. But it is signifi- 
cant that a number of policy conclusions have already been 
drawn from them. These show an unmistakable affiliation with 
the social reform tradition in English economic thought of 
which Marshall, and especially Pigou, are the chief twentieth- 
century representatives.^ The technical apparatus now available 

^ The most interesting examples of the trend which has been called forth 
by these new theoretical developments are perhaps those to be found in 
J. E. Meade, An Introduction to Economic Analysis and Policy (1936). 
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is more refined than that by which the ‘smoke nuisance’ was 
analysed. And opportunities for testing them have been more 
frequent in the last decade than before. For example, the 
theorems concerning the extension or restriction of monopoly 
and the regulation and the control of varieties of products have 
proved helpful in war-time and since to governments faced 
with the need of restricting the supply of consumers’ goods ai^d 
of controlling the allocation of scarce resources. 

The ultimate direction, as far as public policy is concerned, in 
which these theoretical developments are tending is still some- 
what obscure. What is, however, certain is the profound change 
which they have produced within the bounds of theory itself. 
This change is undoubtedly in the nature of an ad\^ance; for by 
broadening the theory it makes it present a better picture of 
reality. One important consequence of this is that the natural 
order incubus hitherto vulnerable mainly to heterodox argument 
ran now be more easily exorcised with means provided by 
orthodox theory itself. More is said about this aspect of the 
theory later. But it is already clear that when Professor Hicks 
spoke of the possible wreckage of the greater part of economic 
theory, he was at least right in so far as the laisser-faire tra- 
dition of the old market analysis was concerned. For the 
spontaneous tendencies of the market can now be shown 
as by no means inevitably leading to an optimal distribution 
of scarce resources. And one would have to be very bold 
indeed to speak nowadays of ‘consumer’s sovereignty’, in 
any ‘natural order’ sense, where the contrived variety of 
products in an imperfectly competitive market is concerned. 

The revived interest in the analysis of monopoloid situations, 
first developed by Cournot, has led to very similar results. Here 
the consequence has been not so much to undermine the 
‘optimal’ prejudice of marginalism as to raise a serious doubt 
about the ability of the market to produce spontaneously a 
stable equilibrium. Cournot thought that there was a determin- 
ate solution of the duopoly problem, the problem of two sellers. 
He showed that, after successive reactions to each other’s policy 
with regard to the individual amounts put on the market, the 
two sellers would reach a position from which it would not 
be in the interest of either to depart. Subsequent writers have 
questioned this solution in the case both of duopoly and in the 
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more general situation of oligopoly when there are few enough 
sellers to make the assumptions of competition inapplicable. 
The debate has gone back and forth with contributions coming 
from many distinguished economists, and two schools of thought 
seem to have developed: one which maintains the Cournotian 
result of determinacy; and the other which follows Cournot’s 
cptics, Bertrand and Edgeworth, in regarding the duopoly 
case as being essentially indeterminate. The history of this 
debate, though interesting, is of too special a character to be 
outlined hcre.^ It is, however, possible to point out that the 
determinacy solution either requires very special assumptions 
or, alternatively, that fairly realistic cases can be constructed 
in which an indeterminate situation is the more probable. In 
the first place, many of the post-Cournot duopoly theories 
which have yielded determinate results have been based on the 
assumption of ‘asymmetry’ in the positions, intentions, and 
policies of the two contending parties. Such assumptions, which 
one German economist has called wirtschaftsfriedlich^ are not 
satisfactory solutions from the point of view of pure economic 
theory, because the postulated conditions arc restrictive and do 
not, therefore, have any priority over other assumptions that 
might be made about the behaviour of the duopolists. Clear 
agreements among the rival sellers must also be excluded from 
the assumptions that are open, because they transform the 
initial duopoly situation (which is the one to be analysed) into 
one of a monopoly with special subsidiary features. The product- 
differentiation solution is on a different footing. It may be 
regarded as a legitimate postulate for the achievement of a 
determinate market equilibrium in cases of duopoly and oligo- 
poly. But although it removes the disequilibrating effects of the 
pure duopoly situation, it reveals the socio-economic implica- 
tions which we have already met in the post-Marshallian theory 
of imperfect competition. 

Thus we find that these two parallel developments in the 
theory of market have, in effect, constituted a twin attack upon 
two cherished traditions of economic theory. Special assump- 
tions about the real world must now be made if a theoretical 
market situation is to produce a determinate equilibrium, and 

^ An interesting brief rdsum^ is to be found in H. von Stackelberg, 
Marktform und Gleichgewicht (1934). 
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if it is to be described as leading to the best possible distribution 
of resources. Indeed, a substantial portion of conjectural market 
situations — certainly the majority of those which have the most 
likeness to the contemporary economic scene — cannot, on 
a priori grounds, be said inevitably to produce these. 

Substantially this trend of development came to an end 
around the time World-War two broke out.^ Since then, there 
have been a number of refinements, which have not, however, 
significantly changed the general effect upon the central core 
of equilibrium theory. Nevertheless, a modern text-book pre- 
sents, in this respect, a very different appearance from even the 
most up-to-date and sophisticated book of, say, twenty years 
ago. But more of this, later. 


Keynes 

The next few pages will be concerned with a major develop- 
ment in contemporary economics which is largely associated 
with the name of one man. However, this section must not be 
regarded as an essay on Keynes. It would be very inter- 
esting to trace the evolution of his ideas, which have been a 
powerful force in economic theory and practice for a quarter 
of a century. To some extent this has been done in R. F. 
Harrod: J. M. Keynes (1951), the first full-length biography. 
But this most interesting and readable book has not been de- 
signed primarily to serve the purposes of Dogmengeschichte, 
Excellent studies are also to be found in S. Harris (ed.) The 
New Economics: Keynes's Influence on Theory and Public Policy (1947) 
and in L. R. Klein The Keynesian Revolution (1949). But these 
two are concerned, in the main, with Keynes’s hist, and great- 
est, achievement; and it must still be left to the historian of the 
future to assess his work as a whole. 

The following very brief account of his life and work leading 
up to the General Theory is not intended to anticipate future 
judgment on his intellectual development. It is merely a short 
introduction to the marked change in the approach to the major 

^An excellent summary, which contains much material for a further 
advance, is R. Triflin, Monopolistic Competition and General Equilibrium Theory 

(1940). 
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economic problems which was initiated by his last work. The 
change, as we shall see in the next chapter, is so great that it 
has opened the door for the reintroduction of a new political 
economy concerned, as was that of the classics, with the prob- 
lems of the economy as a whole, and not only with those of the 
individual consumer. 

John Maynard Keynes was born in 1883 and died in 1946. 
During forty out of these sixty-three years, that ijs, from his 
leaving the University to his death, he was contimially active 
as an economist, in every form which was open ^o him: as 
thinker, writer, teacher, public servant, and statesnlan. I'hor- 
oughly grounded in Marshallian economics, as well as mathe- 
matics, possessing a philosophical bent and the widest literary 
and artistic interests, Keynes also acquired early in life a con- 
siderable knowledge of business and public affairs. Thanks to 
these accomplishments and at least as much to an extra- 
ordinarily vigorous and attractive personality, Keynes exerted 
an influence on economic theory and policy unequalled since 
Smith and Ricardo. Indeed, in his later years, Keynes’s con- 
nection with the affairs of state was such that he had a unique 
opportunity, not enjoyed by any other great economist before 
him, to make his ideas impinge directly upon the formation 
and conduct of policy. 

Though rooted in the Marshallian version of neo-classical 
economic doctrine, Keynes’s own theories showed, almost from 
the beginning, a strongly original, not to say heterodox, tend- 
ency. He himself was conscious of a break with his tradition 
only as far as his last, and greatest, work is concerned. But to 
the observer, now that he can look back upon it, the evolution of 
Keynes’s ideas can be seen as a continuous process of renovation 
and reformulation of established doctrines and, in the end, of 
their transformation into something wholly new. 

It is not surprising that the full significance of what was 
happening was lost upon author and public alike. The main 
emphasis, from the Economic Consequences of the Peace (1919) 

A Treatise on Money (1930) was almost always on issues of prac- 
tical policy. True, there were many theoretical articles in 
learned journals intermingled with more popular books, pam- 
phlets and articles, but even these were on topics arising out of 
issues of policy: German reparations and the transfer problem, 
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the return by Britain to the gold standard, the reform of the 
British Currency issue. Not until the Treatise is there even the 
beginning of an attempt by the author to absorb all this work 
into a theoretical system. But this work, in spite of brilliant 
essays on individual topics, turned out to be prolegomena to a 
major theoretical work, rather than that work itself. “Keynes’s 
great task, to draw the lesson of his struggles with each practic^\l 
problem and to produce a new theoretical framework, was yet 
to come. -It was not until the General Theory of Employment^ 
Interest and Money (1936) that this task was consciously under- 
taken and triumphantly completed. For the author, therefore, 
it was the writing of this book that represented hi struggle of 
ocape’ from old ideas; and so it did to its readers at the time. 
But, in retrospect, the struggle was a continuous one, the 
General Theory only its successful conclusion.' 

It is not easy to summarize adequately Keynes’s contri- 
butions to Economics before the General Theory, For our purpose, 
it must suffice to indicate briefly his main preoccupations 
which found their fullest expression in that work. Keynes’s first 
work, published when he was thirty, was Indian Currency and 
Finance. Apart from a highly successful analysis of the specific 
SLi1)jcct with which it dealt, it is noteworthy for a classic exposi- 
tion of the gold-exchange standard. Some writers also profess 
to see in that exposition (and in the book as a whole) a predi- 
lection for monetiU’y management which was later to become so 
cliaractcristic of Keynes’s attitude to economic policy. There is, 
liowevcr, nothing in the book to indicate any departure from 
the prevailing mode of Marshallianism. 

His three next major works (leaving aside the Treatise on 
Probability (1921) are concerned with the economic settlements 
idler the war, with their aftermath, and wath the monetary 
problems of tlie immediate post-war period. The Econotnic 
Consequences of the Peace (1919), and A Revision of the Treaty (1922) 
-especially the former — gained Keynes a world-wide reputa- 
tion as a publicist on politico-economic matters and as a writer 
of literary accomplishment exceptional in this field. To the 
student of Keynes’s economic ideas, these books are important 
primarily for the insight they throw on Keynes’s general 
political and social attitude. They clearly demonstrate his 
strong rationalism and humanitarianism, his deep concern for 
2H 481 



THE INTER-WAR YEARS 


international amity and peace which, notwithstanding a pass- 
ionate attachment to the interests of his own country, remained 
with him throughout his life; and, above all, his ineradicable 
belief in the power of reason to find solutions to the most 
difficult problems and in the power of persuasion to make these 
solutions generally acceptable. 

^ But it was the third of these works, the Tract qn Monetary 
Reform (1923) which came nearest to being a systematic state- 
ment of the author’s views on the means of economic^ policy. To 
those who wish to seek early indications of the theories that 
were later to appear in the General Theory^ the Tract is the most 
rewarding source. In it will be found, above all, the clearest 
possible demonstration of Keynes’s abiding interest in the 
objective of stabilizing the level of business activity. Later, 
during the years of depression and unemployment, this interest 
found even more striking expression in the semi-political pam- 
phlets on the means for curing unemployment. These inevitably 
led Keynes into a reappraisal of the agenda of the State and a 
consequent modification of the doctrine of laissez-faire (not an 
abandonment as the title of his best-known pamphlet. The End 
of Laissez Faire (1926) might suggest). The same objective, a 
high and stable level of economic activity; the same framework 
within which means of policy must be considered (The next 
developments of politico-economic evolution will emerge from 
new experiments directed towards determining the appropriate 
spheres of individual and governmental action’), arc preseni 
throughout his subsequent work. 

The Treatise on Money (1930), though similar in many respects 
to his earlier work and containing much that was to be further 
developed in the General Theory^ was sufficiently different in con- 
ception and execution from the rest of his life’s work not to fit 
readily into an appreciation of the continuous nature of 
Keynes’s intellectual evolution. To the ordinary reader it was 
too technical a work: erudite (though characteristically patchy 
in knowledge of non- Anglo-American literature), with a diffi- 
cult and largely new terminology, and interspersed with what 
appeared to be a series of monographs; to the student brilliant 
and rewarding, but of a highly specialized character. The 
general public, therefore, was largely unaffected by the book. 
As for the economist, he had barely managed to keep abreast 
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of the flood of specialized (and controversial) articles which 
followed the appearance of the book, when he learned (a year 
or more before its publication) that a new, and more revolu- 
tionary, statement of Keynes’s theory was about to be made 
available. 

The theories which were first presented to the world in a 
systematic form in Keynes’s General Theory of Employment^ In- 
terest, and Money (1936) were not worked out in such detail as to 
present by themselves a fully-fledged new general corpus of 
economic analysis. But they were such as to open a path to 
further advance of ‘pure’ economic theory, as well as to the 
more fruitful study of the problems with which they were 
explicitly concerned, including, above all, the problems of 
policy. It should be pointed out that Keynes’s theories grew in a 
field of inquiry, the study of the business cycle, which had for 
many decades been separated from that of general economic 
theory. The doctrines which Keynes expounded in the General 
Theory are directly descended from earlier ones which were 
developed in the course of his search for an explanation 
of sudden changes in the level of economic activity. Some 
writers have been able to show without much difficulty that 
there is a clear line of descent from Keynes’s earlier works, 
notably The Treatise on Money, to the new work. But his own 
sense of a change in the approach was quickly shared by his 
readers. And the wider terms of reference of the General Theory 
were soon generally appreciated. It was realized that what 
Keynes was now trying to do was to re-examine the determin- 
ants of the general level of economic activity. 

Keynes himself appeared quite self-conscious about the 
novelty of this attempt and regarded it as being in sharp 
contrast to what he conceived to be the main purpose of the 
classical economists. Keynes defines the classical tradition as 
comprising not only Ricardo and his direct followers, but also 
the more distant descendants of his school, including John 
Stuart Mill, Marshall, and Professor Pigou. Such a definition 
is different from that which underlies the analysis of the decline 
of Ricardianism presented in these pages. But this issue may be 
left to one side here. What is important is the differentia specified 
^hich Keynes detects in the classical tradition and which makes 
that tradition unacceptable to him. 
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Classical political economy, Keynes argues, was concerned 
with the distribution of the social product rather than with its 
amount. In support of this contention, he quotes Ricardo’s 
famous statement made to Malthus that political economy 
is not an inquiry into the nature and causes of wealth but ‘into 
the laws which determine the division of the produce of industry 
amongst the classes who concur in its formation’.^ Classicism, 
in other words, tried to explain the determinants of ihc relative 
shares in the national income of the different factors ^f produc- 
tion, rather than the forces which determine the level of that 
income (which may also be called the level of emplciyment or 
of economic activity in general). Tire implied assuiliption of 
the classical system (which becomes explicit in the law of the 
market developed by James Mill, Say, and, to some extent, 
Ricardo) is that the economic system spontaneously tends to 
produce full employment of given resources. 

Keynes’s theory is built upon a rejection of this assumption. 
But before we examine the consequences of this rejection, it 
may be well to recapitulate briefly the classical attitude to this 
problem. The classics, as we have seen, virtually ignored the 
problem of crises. They also failed to analyse specifically the 
possibility that there may be different levels of economic 
activity with the same amount of resources. So far Keynes’s 
appraisal of classicism is undoubtedly right. But when the 
classics developed their theory of value and distribution for 
what Keynes calls a special case, that of full employment, they 
did so because they thought that their analysis of tlie mechanism 
of exchange and their theory of capital accumulation had 
already proved that the economic system invariably tended 
toward full employment. This tendency, which was implied 
in the inevitable correspondence between supply and demand, 
is most dogmatically expressed in 5ay’s law. But this law only 
continues a long line of reasoning, expressions of which can 
be found in both mercantilist and physiocratic literature. In 
the writings of many seventeenth- and early eighteenth-century 
authors there is a clear recognition of the mutual creation of 
demand and supply, of the fact that A’s income, when spent, 
becomes B’s income, and so on in a continuous chain. This inter- 
dependence is stated by Say in its most tautological form, to the 

^Letters of Ricardo to Malthus, 1810-1823 (cd. J. Bonar, 1887), p. i 75 ' 
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point of excluding overproduction by definition. Although, as 
we have seen, it is not quite fair to name Ricardo side by side 
with James Mill and Say as an intransigent opponent of the 
possibility of general overproduction, it is nevertheless true 
that, apart from the disharmonious implications of his theory 
of economic development and his views on machinery, there 
is nothing in Ricardo tliat can be regarded as an analysis of 
the economics of less than full employment. 

So far, then, Keynes is on solid ground when he places himself 
ill opposition to the classical tradition by deliberately rejecting 
any initial assumption about the ‘normal’ level of employment. 
One need not debate whether or not this opposition is as novel 
as some of Keynes’s followers have claimed. Keynes himself 
acknowledges many anticipators among the mercantilists and 
among the under-consumptionists from Malthus to the present 
(Iciy.^ The discussion of the relation of earlier, iiinctcciitli-cen- 
tnry critical views of Keynes’s own system is interesting, and 
would well deser\x: a special study. It is, however, important to 
point out that there are similarities as well as contrasts between 
Keynes’s approach and that of the classics. Keynes is concerned, 
as were the classics, with aggregates: income, consumption, 
saving, aud investment, rather than with the determination of 
individual prices which formed the core of the economic theory 
of yesterday. The discussion of the determinants of the general 
level of economic activity, though fragmentary and soon for- 
.^otten among the orthodox, formed the most important flare- 
up of classicism before its vigour was finally lost. What we have 
seen of the direction which Ricardo’s views were taking at the 
end of his life shows that Say’s law of the market, like so much of 
post-Ricardian economics, stopped the classical impetus rather 
than propelled it still further (notwithstanding a revival of inter- 
est in Say’s law after the appearance of Keynes’s General Theory^ 
and some ingenious attempts to connect them intellectually). 
The opinion may, therefore, be ventured that Keynes’s approach 
represents, above all, a return to the preoccupations of classical 
political economy, and to that extent a departure from that con- 
^ entration upon the implications of individual choice which had 
for so long been the distinguishing characteristic of the central 
part of modern economic theory. It is as such a departure in 

J For an excellent comparison of Keynes and Malthus see Klein, L., 
Gie Keynesian Revolution (1949). 
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economic methodology in general, rather than as merely a 
contribution to the study of economic fluctuations, that the 
Keynesian system acquires its greatest significance. 
y The following brief outline must not be taken as a summary of 
everything to be found in Keynes’s General Theory, In the first 
place, there are far too many issues raised in that work which 
have only a secondary, even if important, bearing qn the main 
theme. In the second place, the Keynesian ideas have been 
refined and developed since they first appeared; a bi^ef account 
of these developments will be given in the next chapter. What 
follows is therefore a distillate of the main essence m the new 
theory. The starting-point of the new approach — at least in its 
origin — is the Malthusian concept of effective demand, resusci- 
tated and modified by Keynes. Effective demand is defined as 
‘the aggregate income (or proceeds) which the entrepreneurs 
expect to receive, inclusive of the incomes which they will hand 
on to the other factors of production, from the amount of current 
employment which they decide to give’.^ It can be represented 
as a point on an aggregate demand curve which is obtained by 
relating ‘various hypothetical quantities of employment to the 
proceeds which their outputs are expected to yield’. ^ A similar 
supply function can be established, relating the aggregate supply 
price of the output obtained by employing a variable number of 
men with that number.^ The point of intersection of the two 
curves gives us that value of demand which. Keynes calls eflec- 
tivc demand. This is an extremely important point, because it is 
at that point that the entrepreneurs’ expectations of profit will 
be maximized. It is the point, therefore, which will show the 
equilibrium amount of employment. 

In this way, the volume of employment is translated into 
terms of demand for goods, and the question which can now be 
posed is: what determines that volume? To answer it, the 
Keynesian theory set up a system of functional relations which, 
although not wholly novel in regard to the elements which it 
comprises, shows these elements in a highly original connection 
and makes an original use of their relationship. The system is, 
roughly, as follows. We have already seen from Keynes’s defini- 

^J. M. Keynes, General Theory of Employment ^ Interest, and Money (193^) 

p. 55. 

* ibid., p. 55. 
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tion of eflFective demand that the ultimate determinant of the 
volume of employment is to be found in the degree to which the 
entrepreneur judges such employment to be profitable. Total 
demand, in terms of money, for goods and services deter- 
mines profitability. This total amount of money v/hich comes 
on to the market ready to exercise a demand is, however, nothing 
more than the total money income created within the economy. 
Because payments and receipts are the same thing, national 
expenditure (that is, total money demand) is identical with 
total national income. We have thus gone a stage further and 
have now connected employment with national income. 

Having found that employment depends upon the size of the 
national income, we are now in a position to embark upon the 
next part of the analysis and to ask such questions about income 
as, what determines its level, and what are its characteristics? At 
this point, Keynes, revealing some vestiges of influence of the 
orthodox tradition, brings into play a psychological law which 
explains people’s behaviour in regard to changes in their incomes. 
In the first place, we must go back somewhat on our previous 
statement that income and expenditure are equal. In one sense 
it is true enough that what one man spends another receives, and 
vice versa. But we must remember that income is spent in 
different ways, one of the most important divisions being that 
between expenditure on current consumption and saving. Can 
wc say anything about this division of the expenditure of the 
total income stream? Keynes answers in the affirmative. He 
asserts that there is a definite law concerning the changes, conse- 
quent upon changes in the size of the income, in the proportions 
in which income is divided between the two forms of expenditure. 

The term which is now introduced for the purpose of expound- 
ing this law is ‘the propensity to consume’. This is a term which 
expresses the relation between total income and aggregate con- 
sumption. Keynes leaves to one side changes in the psychological 
proclivities of people (resulting from individual as well as social 
causes) as being unlikely to change in the short run except in 
‘abnormal or revolutionary circumstances’; and he also decides 
to ignore as unimportant certain objective factors which might be 
said to influence the propensity to consume. He is, therefore, left 
with the doctrine that the propensity to consume may be regarded 
‘'ts a fairly stable function of aggregate income. What, then, is 
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the nature of this function? Keynes’s answer is something like 
this. Apart from the poorest, people do not spend the whole of 
their income on current consumption. And although they in- 
crease their consumption as their income increases, they do so 
less than in proportion to the rise in income itself. A higlicr in- 
come thus means a relatively lower consumption and vice versa. 
This law holds both when we are thinking of short-period 
cliangcs in the level of income, as well as when we arejeomparing 
two absolute levels of income. The hnargiual propensity to con- 
sume’ (a term which Keynes uses interchangeably in\ two tech- 
nically distinct meanings) shows how an increment df inconu' 
will be divided between current consumption and saving. 

' A very important consequence flows from Keyneses funda- 
mental psychological law about the propensity to eonsume. 
Because total income must be equal to total expenditure and 
current consumption does not in any fairly advanced and fairly 
wealthy community absorb all income, total income must equal 
expenditure on current consumption plus some other expendi- 
ture. This, of course, we call investment. Thus we have the simple 
relationship that income equals consumption plus investment, 
or, in the symbols that are now commonly accepted: 

Y = C + 1. 

The same relationship can now be exj^ressed in another way 
which is really identical to the previous one, but which has more 
meaning from the point of view of our objective. ,We have found 
that the volume of employment is determined by the level of 
income. We can, therefore, say tliat the volume of employment is 
determined jointly by the level of consumption and by the level 
of investment. What appears, at first sight, as merely a termino- 
logical change which uses the same concepts, has come to be 
regarded as an extremely revealing statement of a vital rela- 
tionship in the real world. In Keynes’s phrase, the marginal 
propensity to consume now ‘tells us how the next increment of 
output will have to be divided between consumption and 
investment’.^ 

The important thing about this formulation is that it enables 
us to make some very important statements about the functional 
relations of employment, consumption, and investment, given a 
^ J. M. Keynes, General Theory^ p. 1 15. 
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certain marginal propensity to consume, and that it enables us to 
attack again the problem of the equilibrium level of employment. 
It shows us that a certain level of investment is necessary if certain 
levels of income and consumption are to be maintained. If, 
starting with a given level of income, consumption, and invest- 
ment, we suppose investment to disappear, it is clear that total 
expenditure would decline and that income (and therefore em- 
ployment) could not be maintained at the previous level. Con- 
sumption too would decline, though not as fast as income itself. 
But this would lead to a further fall in consumption, and the 
downward movement would go on until income and consump- 
tion had fallen to that low level at which they were equal; that is 
to say, at which all income was consumed. This low level of 
income and employment could be regarded as an equlibrium 
level, because there is no inherent economic reason for it to 
change. The qualification should at once be added that this is so 
b(‘causc at this stage of the analysis we have met no factors which 
would indicate the process by which income could spontaneously 
lise again. The analysis is incomplete in other respects too; but 
we shall presently sec some of the complications which have to be 
added. For the moment, however, we may recapitulate that, 
given the marginal propensity to consume, we have found an 
im])ortant connection to exist between employment, consump- 
tion, and investment. 

The equilibrium level of income and consumption, which we 
discovered when we reached the position of zero investment, can 
now be generalized. For since the three items which made up 
our equation mutually condition each other, and because we 
assume a constant factor of relationship (the marginal propensity 
to consume) between two of them — namely, income and con- 
sumption — there must be an equilibrium level of income for 
every possible level of investment. Every level of income has its 
corresponding level of consumption. If that level of consumption . 
and the existing level of investment do not add up to the total 
of income, that level of income cannot be maintained. It will 
have to rise or fall (with consumption rising or falling less) until 
the equality of Y = C -f I is restored again. We thus get a scries 
of values of income, consumption, and investment which are of 
such a nature that they can mutually maintain each other; these 
‘irc equilibrium values. 
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So far, Keynes’s system has merely established a completely 
closed, circular system of relationship, without, at this stage, any 
clear indication as to which variable in the equation is to be 
regarded as the independent one; that is to say, which element in 
the system could be chosen for purposes of policy. Nevertheless, 
we can already discern one major consequence of these doc- 
trines. By approaching the problem of aggregate employment 
in* the way he does, he avoids committing himself to any precon- 
ception concerning the level to which employment \ will ‘nor- 
mally’ tend. Indeed, the main initial conclusion is to\ show the 
theoretical possibility of different levels of income (and employ- 
ment) which would all be equilibrium levels. It now remains 
to fill in this outline in three stages, the first of which is to intro- 
duce a number of other determinants of the level of income, 
consumption, and investment. In the second place, it will be 
necessary to see how Keynes analyses the combined operation 
of all the determinants in bringing about different levels of 
income and employment, and in particular how he explains the 
existence of prolonged periods of under-employment. Finally, 
we shall have to examine the policy conclusions which he 
draws, both as regards economic techniciues and policy in the 
wider social-philosophical sense. The following summary will 
concentrate on the main structure of the system. 

So far we have met only one ultimate determinant in Keynes’s 
system, the psychological factor which he called the propensity to 
consume. There are two others which play a vital part: ‘the 
psychological attitude to liquidity and the psychological expec- 
tation of future yield from capital-assets’.^ The second of these 
is concerned with one of the determinants of the volume of invest- 
ment. When a man invests, Keynes argues, ‘he purchases the 
right to the series of prospective net returns which he expects 
to obtain from selling’ the output of the capital asset in which he 
has invested ‘during the life of the asset’.* Keynes calls the rela- 
tion between the above-mentioned prospective yield of one 
more unit of that type of capital asset and the cost of producing 
that unit, the ‘marginal efficiency of capital’. We can conceive 
of different marginal efficiencies for different types of capital 
assets, and the greatest of these marginal efficiencies ‘can then be 

' J. M. Keynes, General Theory, p. 247. 

* ibid., p. 1 35. 
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regarded as the marginal efficiency of capital in general’.^ 
Keynes further points out that an increase in investment will 
tend to reduce the marginal efficiency of capital, both because 
prospective yield will fall and because the cost of producing 
more of the capital asset will rise. It is possible, therefore, by 
relating rates of investment to the corresponding marginal 
efficiencies of capital which these rates will establish to arrive 
at a schedule of the marginal efficiency of capital (or the inve*st- 
ment-demand schedule). 

Without going into a rather elaborate discussion, we may 
roughly liken Keynes’s schedule of the marginal efficiency of 
capital to the rate of profit in the classical system, because 
it is designed to play much the same role. And it is clear that 
the schedule of the marginal efficiency of capital is one of 
the determinants of investment, because it influences the induce- 
ment to invest. 

What other factors influence investment? Here again we 
must leave out many aspects of the Keynesian analysis and of the 
refinements to which it has been subjected and confine ourselves 
to the outstanding points. The chief of these relates to the attitude 
of people in regard to the holding of money. Keynes’s analysis 
of this point provides both important clues to his ideas on policy 
and to his opposition to certain traditional economic theories, as 
well as a link with the theories of economic fluctuations with 
which Keynes himself had been associated. Money, in the new 
theory, is essentially ‘a link between the present and the future’.* 
From this point of view, its outstanding property in our economic 
system is that it is an ‘ asset for which the liquidity premium is 
always in excess of the carrying costs’,^ or, in other words, that a 
relatively high liquidity premium attaches to it. 

We need not, in this context, discuss the problem why there 
is such a thing as liquidity preference, although Keynes devotes 
a part of his analysis to the factors which create an incentive for 
people to hold a part of their assets in liquid form. But this part 
of his doctrines is not particularly novel, because the problem of 
the demand for money as a ‘store of value’ is a standard aspect 
of all monetary theory. What is important, however, is the use 
to which the concept — with its new name of liquidity preference 

^ J. M. Keynes, General Theory y p. 136. “ ibid., p. 293. 

® ibid., p. 239. 
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— is put in the theory of employment. In Keynes’s system it is 
promoted to a central position in the theory of interest. Keynes 
opposes both of the prevailing doctrines on the subject, which, 
following his general and somewhat misleading practice, he calls 
classical. What may be called the long-run marginalist doctrine 
states that the rate of interest is determined by time-preference; 
that is, by people’s preference of present over future goods. 
Keynes rejects this view as well as that relating to tlie short run; 
namely, that the rate of interest, like any other price, \^is fixed at 
the level at which the demand for capital equals the > supply of 
loanable funds. Interest, in his view, is essentially a monetary 
phenomenon. It is not a reward for ‘waiting’, but one for not 
hoarding; that is, for relinquishing liquidity. Therefore, arguc's 
Keynes, unless we introduce data about the amount of money 
and the state of the liquidity preference, we are not in a positio]i 
to know what the rate of interest will be. 

We can amplify this point somewhat and introduce another 
Keynesian notion in the following way. According to the tradi- 
tional view, the rate of interest equates what Keynes calls the 
investment-demand schedule with the supply of saving: in 
short, it equates investment and saving. Now, in Keynes’s 
system, investment and saving arc always of necessity equal. 
Saving can be defined as income minus consumption: 

S - Y -- C. 

We have already seen that Y == C H- I. Therefore, I “ S; 
investment equals saving. This argument has been the subject of 
much discussion. It has been attacked on the ground that to 
establish a relationship by definition is hardly fruitful. Con- 
siderable work has, however, been done on this point in 
recent years which has led to a fairly wide acceptance of the 
Keynesian doctrine, though in a modified form. The so-callcd 
‘period analysis’, largely associated with the name of Professor 
Robertson, by which a distinction is made between income in one 
period and expenditure in the next (which itself becomes income 
in the subsequent period), has been used in partial explanation 
of the savings and investment problem. Similarly, the distinction 
introduced by a number of Swedish authors between planned 
and realized investment {ex ante and ex post) may be called into 
play. This matter will not be pursued here; but the important 

492 



KEYNES 


point is to realize the interdependence in the Keynesian scheme 
of investment and saving via income which makes it impossible 
to regard them as the determinants of the rate of interest. Or, 
to put the point in another way, Keynes’s criticism of the tradi- 
tional theory is that it assumes income to remain stable when 
cither of two schedules, that relating investment or that relating 
income to the rate of interest, shifts. But such an assumption, 
points out, is unwarranted, because it would mean that neither 
schedule could be assumed to be changing independently of the 
other. A shift in either of them means, as a rule, a shift in income. 
On the analogy of' the argument about the supply curves and the 
laws of return developed by Sraffa, we may, therefore, say that 
the traditional analysis breaks down. If, however (according to 
Keynes), we introduce new data which between them determine 
the rate of interest, then we are in a position to know how one 
curve will shift in response to a shift in the other. These additional 
data arc the liquidity preference and the quantity of money. 

71 iere are many points in this analy^sis which may be, and 
have been, criticized. In particular, it has been argued that the 
rate of interest, even if it is defined as the price paid for liquidity, 
is not independent of the level of income. And because the level 
of income is determined by investment and saving, the rate of 
interest must not be regarded as independent of these two 
variables. However, the important point is that Keynes’s 
emphasis on the monetary determinants of the rate of interest 
is an indispensable part of his whole system without which 
mathcr his explanation of depressions nor his suggested means 
for curing them could be maintained. To these aspects we must, 
tliercforc, now turn. 

In the first place, we are in a position to summarize the 
‘general theory’ of employment. We have already seen that 
different levels of equilibrium are theoretically possible. We can 
restate the determination of these equilibrium levels in the 
following way. We make the (reasonable) assumption about our 
present economy that consumption is less than one hundred 
per cent of income. The establishment and maintenance of any 
particular level of employment demands that it should be 
Profitable for the entrepreneur to offer that amount of employ- 
ment. That, in turn, means that there must be an amount of 
divestment ‘ sufficient to absorb the excess of output over what 
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the community chooses to consume when employment (income) 
is at a given level’. ^ As we have seen, unless this is so, the amount 
of income (that is, expenditure or entrepreneurs’ receipts) will 
fall, and so reduce the profitability of the original volume of 
employment. We thus come back to the point that, given the 
propensity to consume, the level of investment will determine 
what the equilibrium volume of employment will be. There is 
no evidence in the analysis thus far that this level of investment 
will be such as to produce full employment as its corty^sponding 
equilibrium level. Only one particular level of investment will 
produce that, and it must now be shown how such a , level can 
be achieved and what are the chances of this being done by 
the automatic action of the economic system. The level of invest- 
ment is determined by two things, the marginal efficiency of 
capital and the rate of interest. Unless these stand in such a 
relationship as to create exactly the ‘right’ volume of invest- 
ment, equilibrium may be reached at less than full employment. 
It may be added that more than full employment is not possible, 
because it would involve inflationary price rises with subsequent 
reductions in the community’s real income. This point is not 
pursued in Keynes’s own work. It is, however, extremely im- 
portant, both theoretically and in many a conjuncture of real 
circumstances. Wc shall have to revert to it later. 

Keynes turns at this point to examine the behaviour of the 
relationship between the marginal efficiency of capital and the 
rate of interest. One situation which is particularly revealing 
is to be found at the time when, after a more or less prolonged 
period of depression, investment is beginning to revive again. 
In the course of the depression, replacement of capital equip- 
ment has been neglected, and now a point has been reached 
when business, perhaps aided by some extraneous factor, is once 
again beginning to take a more optimistic view of the prospec- 
tive yield from current investment. The marginal efficiency of 
capital rises. But a rise of investment beyond a certain point 
will (perhaps again with the aid of some extraneous factor) 
cause the marginal efficiency of capital to fall. Thus a continu- 
ous variation in the level of investment, caused by the ever- 
fluctuating marginal efficiency of capital (the rate of profit) 
seems to be inherent in the very nature of the concept in the 
^J. M. Keynes, General Theory, p. 27. 
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Keynesian system. What is even more important, Keynes 
believes that there is a long-run tendency for the marginal 
efficiency of capital to decline. 

The extent of the fluctuations in employment which follow 
upon fluctuations in investment will depend upon what Keynes 
calls the multiplier, a concept first developed by R. F. Kahn.^ 
The multiplier is simply a term to describe in a slightly differcipt 
form the relationship expressed in the propensity to consume. 
The marginal propensity to consume is tlie ratio between an in- 
crease in consumption and an increase in income: algebraically 

AC 

Because an increase in income must equal an increase in 

AY ^ 

consumption plus an increase in investment (AY= AC-f AI), 
it follows that with a given propensity to consume any increase 
in investment will be followed by a determinate increase in in- 
come. The factor by which income will be increased is called 
the multiplier. If we denote it by the symbol k, we can write 

AY 

AY =A:AI; and because AI =AY — AC, we can write k = — j — - 
or L. . In other words, the multiplier equals the reciprocal 

of one minus the marginal propensity to consume. Thus, for 
example, if two-thirds of income is consumed, the multiplier 
will be 3; that is, every increase in investment will lead to a 
threefold increase in income (or employment). 

In addition to these fluctuations in employment (which follow 
upon changes in investment and the extent of which is deter- 
mined by the psychological factor of consumption habits), there 
is, according to Keynes, a long-term trend in the marginal 
efficiency of capital. A wealthy community ‘will have to dis- 
cover much ampler opportunities for investment if the saving 
propensities of its wealthier members are to be compatible with 
the employment of its poorer members’. But in a wealthy com- 
munity, ‘owing to its accumulation of capital being already 
large, the opportunities for further investment are less attrac- 

^ ‘The Relation of Home Investment to Unemployment’, in Economic 
JoMrna/, June, 1931. 
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tive’.^ So we find that in the course of economic progress, not 
only does the marginal propensity to consume become weak 
(the multiplier diminishes), but the inducement to invest, or 
the marginal efficiency of capital, declines. There is thus a 
continual downward pressure upon investment as well as a 
continual decline of the extent to which fresli investment is 
capable of creating employment. I 

So far, however, we have only looked at one of the factors 
influencing the level of investment. The rate of interest, as wc 
know, is another determinant. It must be clear that i sufficient 
downward movement in the rate of interest in times of depres- 
sion and as a long-run trend might offset the unfavourable 
effects upon investment caused by the declining marginal 
efficiency of capital. It is Keynes’s belief that theoretical con- 
siderations, as well as observation of the past behaviour of 
interest rates, show that the rate of interest will not fall suffici- 
ently fast or sufficiently far to maintain that level of investment 
which can ensure full employment. The reason for this belief 
flows from Keynes’s definition of interest as a monetary pheno- 
menon. The rate of interest is primarily determined by the 
quantity of money and by liquidity preference. And the condi- 
tions influencing these two factors can be shown to be unfavour- 
able to a fall in the rate of interest to the extent necessary to 
ensure a ‘full employment’ rate of investment. Investment will 
tend to be pushed to the point at which the marginal efficiency 
of capital and the rate of interest are equal. The long-run 
tendency would be for investment to increase and for the 
marginal efficiency of capital to decline. But the ‘stickiness’ of 
the rate of interest frustrates this tendency and restricts invest- 
ment. Hence, not only is it theoretically possible that equili- 
brium will be achieved at less than full employment; the balance 
of the numerous factors involved is so delicate that the auto- 
matic achievement of full employment must be regarded as 
the lesser probability. 

The preceding is an extremely brief and necessarily incom- 
plete account of a very elaborate theory. This summary has 
omitted among many other aspects any mention of the inter- 
national complications of Keynes’s system and of his doctrines 
on the relation of money wages and real wages to employment. 

^J. M. Keynes, General Theory ^ p. 31. 
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Later developments of these ideas have been designed to clear 
up certain obscurities in formulation, or to link the new theory 
to some of the earlier doctrines concerning economic fluctu- 
ations. Some of this work has resulted in the elimination of 
controversies on points now seen to be either unimportant 
or resolvable in more general formulations (such as the problem 
of the equality of savings and investment). Other refinements 
have explored problems which still remain peculiar to the 
theory of cyclical fluctuations. Among these may be men- 
tioned the ejuestion of the ‘upper turning point’, the causes 
which may make for a spontaneous recovery out of the trough 
of a cyclical depression, and the relation between the multiplier 
and the ‘principle of acceleration’ which connects changes 
in consumption with changes in investment. The influence of 
Keynesian theories can also be found in many special branches 
of economic inquiry, in addition to the study of the business 
cycle. They have profoundly affected tlie traditional doctrines 
of public finance by putting in a new light the influence of 
government spending upon income and therefore upon the 
entire economic activity of the community. And the pressing 
problems of war finance, with their inevitable emphasis upon 
the aggregates of income, employment, consumption, and the 
like, have provided a particularly fertile field for the application 
of these new doctrines. 

In the next chapter we shall endeavour to outline some of the 
major developments of the Keynesian theory and appraise the 
significance of the resulting new body of doctrine in relation 
both to its intellectual ancestry and to the problems of public 
policy. 


21 
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Political Economy To-day 


The Economics of Underemployment 

In this, the concluding chapter, an attempt will be made to 
carry the story told in the preceding pages forward to the 
present day. Only a sketchy account can be given of work in 
economic theory during the last one and a half decades for 
much of this work is still in a formative stage. Many of the more 
detailed and highly technical contributions have not yet been 
sufficiently digested and their preeise value cannot be assessed. 
Emphasis will, therefore, be on broad tendencies, describing the 
most characteristic features of present opinion and linking them 
up with the thought of the preceding half-century. The task is 
made easier by the fact that the period from 1939 onwards has 
been one in which even the most theoretical work has tended to 
concentrate on practical problems. In large part this is due to 
the war, when many economists were drawn into the public 
service. Not only was the volume of theoretical output dimin- 
ished, but economists who subsequently returned to universities 
and research institutions acquired a decided interest in the 
broader issues of public policy and of the relation of economics 
to them. This interest has continued to flavour their work. 

The name of Keynes appears "very frequently in the pages 
that follow, and various trends are often described primarily in 
relation to his ideas. This is a convenient expository device; but 
the reader is warned that it tends somewhat to distort reality 
and to do less than justice to many other thinkers. It is only 
justified by the fact that it is impossible to make much sense of 
this branch of intellectual history during the last fifteen years 
without putting ideas, inextricably associated with Keynes, into 
the centre of the account. 
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Keynes’s General Theory, the main features of which were 
briefly summarized m the preceding chapter, stands, chrono- 
logically and doctrinally, at the centre of a discussion which 
has been going on for the better part of two decades. It is re- 
miniscent of that of the Ricardian era. There arc striking simi- 
larities in the circumstances of periods of post-war adjustment 
which provided much of the stimulus for the debate, as well as 
in the chief problem — the determinants of the level of economic 
activity — round which controversy raged. As has already been 
said, Keynes saw his contribution as a major methodological 
departure, not only away from the previous concern of econom- 
ists with individual price-formation (including the relative 
shares of the factors of production), but also away from past 
preoccupation with sudden changes in the level of employment. 
It was the word general in the title of his work which most clearly 
expressed its author’s purpose. 

Nevertheless, the birthmarks of the new theory remained ob- 
vious for a long time. It was conceived during the depression, 
and born in a time when underemployment of resources was 
still the rule. It is not surprising, therefore, that this new doc- 
trine remained for some time — particularly for the political 
practitioners who used it — essentially a theory of under- 
employment. A more general approach to the problem and 
particularly a more comprehensive attitude regarding the 
means of economic policy could be derived from the book. We 
sliall revert to this later. But for some years the problems on 
which Keynes’s disciples concentrated their attention were, 
first, those connected with short-period fluctuations in business 
activity, second, the means for getting out of a depression 
and, finally, the alleged long-term trend of the economic 
system towards stagnation. Applied to a limited time, therefore, 
the description of Keynesianism as ‘depression economics’ is 
not altogether unjust. 

It is particularly significant that the main theoretical ad- 
vances from the Keynesian position came to a considerable ex- 
tent from the United States. Largely under the leadership of 
Professor Alvin Hansen of Harvard, a number of able young 
American economists began to develop different parts of the 
Keynesian system. It is not necessary to mention many of the 
detailed contributions in this field. Some were directly con- 
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cerned with the technical apparatus of the General Theory^ parti- 
cularly the means by which changes in one of the major aggre- 
gates are transmitted to the others and, thus, to the level of 
activity as a whole. As typical of work of this kind (and particu- 
larly fruitful in 'rounding-off’ the theory) may be mentioned the 
doctrine of the ‘relation’ between the multiplier and the principle 
of acceleration^ which connects changes in consumption with 
changes in investment.^ Similarly, a considerable' literature 
(though this time possibly as much in England as in\America) 
arose on the foundation of Keynes’s discussion of th^ relation 
between money wages and real wages, both in regard to the 
underemployment equilibrium which was so important a postu- 
late in the Keynesian system, as well as to the more direct prob- 
lem of wage negotiations. 2 Much work was also devoted to the 
elucidation of the steps by which periods of high activity come 
to an end and the downward turn is brought about and to the 
mechanism by which the economy is lifted out of the trough of 
depression. Here the field was not new, for the mechanics of 
change, at the top and the bottom of the business cycle had been 
an important part of the literature of the subject for a consider- 
able time. However, the discussion was henceforth in terms made 
familiar by the General Theory, 

The least immediate impact of the General Theory was on the 
theory of international economic relations. It is surprising, in 
view of his life-long interest in this subject (to which, it has been 
estimated, he devoted the greatest volume of his writings) that 
Keynes had practically nothing to say on it in the General 
Theory, One may see in this yet a further symptom of the 
deliberate escape from past modes of thought of which he spoke, 
or a further proof of his return to the classical system, in which 
international economic problems tended to be treated apart 
from the general body of doctrine. For Keynes’s own return 

^ The pioneer work in this field is P. A. Samuelson ‘Interactions between 
the Multiplier Analysis and the Principle of Acceleration’, Review of 
Economic Statistics pp, y^-yS. 

2 Among a very large literature (mainly in journals) may be mentioned: 
Dunlop, J., ‘The Movement of Real and Money Wage Rates’, Economic 
Journal (1938); Keynes, J., ‘Relative Movement of Real Wages and Out- 
put’, Economic Journal (1939); Tarshis, L., ‘Changes in Real and Money 
Wages’, Economic Journal (1939); and Smithies, A., ‘Effective Demand and 
Employment’ in The New Economics (ed. Harris) (1947)* 
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to his earlier love we have to wait until the war and the imme- 
diate post-war period brought him into direct contact with the 
pressing issues of international economic policy. It should, how- 
ever, be mentioned that among Keynes’s followers an active 
discussion ensued about the relationship of the new theory of 
employment to international equilibrium including the trans- 
mission across national frontiers of the business cycle. Here, the 
principal point of contact was the Keynesian multiplier theor^^. 
An expansion of economic activity in one country produces, 
inter alia, an increased demand for imports, thus stimulating the 
export industries of one or more other countries and, through 
them, the general level of economic activity. It was tlie aim of 
subscciuent analysis to show how this foreign trade multiplier effect 
worked itself out and under wliat conditions, and at what levels, 
international equilibrium was restored.^ But it is true to say 
that in this field, too, tlie earlier work tended to be primarily 
concerned with the prevention or cure of short-term lapses from 
full employment caused by events outside the national frontier. 
We shall have to revert to this point presently but it may be said 
that for some years — and indeed into the early post-war period 
— a major preoccupation of policy as well as an important part 
of the activity of many of the Keynesian theorists was how to 
maiulain full employment in a closed national economic sys- 
tem; that is to say, the search in the field of international 
economic policy was for means of insulating the domestic 
economy from fluctuations in the rest of the world, while, at the 
same time and with Keynes himself in a leading role, attempts 
to reconstruct the international economic fabric were getting 
under way. 

The most striking efi'ect, however, of early ‘Keynesianism’ 
was on the general direction of public policy in the late ’thirties, 
and on opinion regarding the long-term tendencies of the capi- 

^ The following may be mentioned from among a growing literature: 
Harrod, R. F., International Economics (from 1939 edition on); Salant, W. A., 
‘f oreign Trade Policy in the Business Cycle* in Public Policy (ed. Friedrich, 

J., and Mason, E. S.) (1941); Machlup, F., International Trade and the 
J^'ational Income Multiplier (1943); League of Nations, Economic Stability in the 
Po^i'-War World (1945); Nurkse, R., ‘Domestic and International Equi- 
librium’ in The New Economics (ed. Harris) (i947)j Laursen, S. and 
Metzler, L. A., ‘Flexible Exchange Rates and The Theory of Employment’ 
in Review of Economic Statistics (1950). 
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talist economy. In both these respects, the effect of the new doc- 
trine were more striking in the countries of adoption, notably in 
the United States, than in their original home. It is interesting 
to speculate why this should have been so. Professor Schumpeter 
has suggested,^ no doubt with some general doctrine of ‘cultural 
transplantation’ in mind, that ‘practical Keynesianism is a 
seedling which cannot be transplanted into foreign, soil: it dies 
there and becomes poisonous before it dies’. There ils, of course, 
a general truth in this. Away from the oral tradition^ from close 
knowledge of its author’s many-sidedness and essential consisten- 
cy in the midst of an apparent eclecticism, the new theory easily 
luxuriated in a most startling fashion. There were other contri- 
buting factors. In Britain the depression had been mitigated by 
certain international effects, notably an improvement in the terms 
of trade, while at the same time the economy’s dependence on 
foreign trading and financial transactions (realization of which, 
though not always wide, has always been deep) limited the 
scope of experiments in domestic policy. In the United States 
the experimenters found a substantially closed system, vast 
potential resources, and a relatively virgin field as far as large 
scale national government expenditure was concerned. The 
conditions of underemployment postulated in the General Theory 
could hardly have found a better realization. 

It would be wrong to find a direct family relationship be- 
tween Keynes and the ‘New Deal’. It could well be argued that 
much, if not all, of the policy of the ‘New Deal’ was evolved in 
a purely ad hoc manner and primarily by men little versed in 
economic theory of the Keynesian or any other variety. 
Indeed, there is direct evidence that the principal author of the 
policy found little intellectual contact with the principal author 
of the theory, and that the latter had much to criticise (often 
from a very ‘orthodox’ point of view) in the actions of the 
former. 2 There is nevertheless a strong coincidence between 

' Schumpeter, J. A., Ten Great Economists (1952), p. 275. 

^ For an interesting discussion see Harris, S., The New Economics (1947)^ 
pp. 15-22. Professor Harris rightly points to the inconsistencies between 
American and British policy in relation to Keynes’s ideas, particularly 
where exchange rates are concerned. Interesting light on Keynes’s ideas 
on American problems (both before and after the General Theory) is shed by 
his letters to The New Tork Times (December 31, 1933) and the London 
Times (January 3, 1938). 
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Keynes’s prescription forgetting outof a depression and the policy 
pursued by the ‘New Deal’ in the essential realms of govern- 
ment investment and deficit financing. As Professor Harris has 
pointed out, ‘more money, lower rates of interest, loan expendi- 
ture, measures to raise the propensity to consume, some freedom 
from dictation from abroad — all of these were the ingredients 
out of which the New Deal cocktail was made.’^ 

More significant, perhaps, as signs of the transplantation df 
these ideas, was the volume of literature on public economic 
policy which appeared in America, by way of rationalization or 
criticism of policies adopted in Washington and in conscious 
evolution of the theoretical principles of the General Theory. 
Here the main theoretical development was a much greater 
confidence in the ability of government, by means of monetary 
:ind fiscal policy, to influence, if not to determine, the level of 
economic activity. In particular, much attention was devoted 
to the manner in which, through government expenditure, 
underemployment might be cured in the short run by bringing 
into play the multiplier and acceleration effects. Founded on 
the principal Keynesian proposition that investment cind the 
propensity to consume together determine income and employ- 
ment and drawing on the observed insufficiency in times of 
depression of private investment as well as of consumption, many 
varieties of taxation and/or government loan, investment and 
interest policy could be evolved to fit, in theory, different con- 
ditions of underemployment. 2 These views were substantially 
unchallenged while large-scale unemployment existed and 
policies based upon them were seen to make an appreciable 
impact upon employment. And it was not until they came up 
against the stubborn economic and financial problems of the 
war and post-war period that their theoretical onc-sidedness 
and inadequacy were fully realized. 

Their longer-term implications proved more immediately 
controversial. Although many individual dicta of a contrary 
nature could be found in the General Theory^ the overwhelming 

^Harris, S. E., The New Economics, p. i8. 

* The most distinguished, and most comprehensive, work in this field is 
undoubtedly that of Professor Alvin Hansen, of whose many books the 
following two may be mentioned: Full Recovery or Stagnation (i 93 ^)> Fiscal 
Policy and the Business Cycle (1941). 
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impression left upon his disciples was that Keynes was pessi- 
mistic about the longer-term ability of our economic system ir> 
maintain full employment. The theory of the declining mar- 
ginal efficiency of capital, the advocacy of lower interest rales, 
the reference to a possible ^euthanasia of the rentier’ as well as 
the direct doubt cast upon the likelihood of the private investor 
to play his part in maintaining a steadily rising levjel of income 
and employment, led many of Keynes’s followers to develop a 
theory of ‘declining investment opportunity’ or of^hc ‘mature 
economy’. Such a theory led to certain views as to, the proper 
spheres of private enterprise and government action\and thero 
fore tended to enter more directly into the field of quasi- 
political controversy. It is probably true to say that it was on 
this point, rather than on the refinements of the theoretical 
apparatus itself, that the ‘New Economics’ was most hotly 
debated. 

The theory of declining investment opportunity^ can he 
briefly summarized as follows: Keynes himself had stated that 
while during the nineteenth century population growth, inven- 
tion, the frequency of war, the opening of new lands and the 
state of confidence had]produccd a marginal efficiency of capital 
which kept employment relatively high and interest rates 
reasonably acceptable to the owners of wealth, ‘today, and 
presumably for the future, the schedule of the margitial efficiency 
of capital is, for a variety of reasons, much lower than it was in 
the nineteenth century.’ ^ The reasons for considering some of 
the advanced Western countries as having reached a state of 
‘mature economy’ must thus be that the three chief dynamic 
elements of investment, namely increases in population, rapid 
technical innovation, and settlement of new territory, had lost 
their impetus. The first and the third of these require little 
explanation (particularly when one remembers that it is not 
actual increases but rates of growth that arc involved). As for 
invention, Hansen and others believed that whereas in the 

1 It may be called this, or the theory of the mature economy, or the 
theory of secular stagnation. The essential features are the same. Its most 
distinguished exponent is (or was?) Professor Hansen. For useful short clis- 
cussions see Harris, S. E., The New Economics (1947), ‘Introduction’, and 
Sweezy, A., ‘Declining Investment Opportunity’; also Samuelson, P- A., 
Economics (1952), pp. 402-408. 

* General Theory^ pp. 307-308. 


504 



THE ECONOMICS OF UNDEREMPLOYMENT 

past, and particularly in the nineteenth century, invention was 
primarily labour-saving, it would in future tend to have mainly 
a capital-saving character (e.g. atomic energy, or air transport). 
Such views were often combined with some pessimism arising 
from the belief that business savings will tend to be at least 
adequate, and possibly excessive, to finance business investment 
for replacement and capital expansion, thus leaving fairly 
stable, if not rising, personal savings to have a depressing effect 
on employment. It must be emphasized that few who held these 
views considered that invention and productivity would not 
continue at least at the same rate as hitherto. But it is easy to 
see how, on the basis of the Keynesian categories, they reached 
the conclusion that, if no action were taken by government to 
counteract this tendency, the level of investment, in the long 
term, might, at the levels of savings and consumption likely to 
exist, be inadequate for full employment. 

Such views could easily be exaggerated (or misrepresented) 
into a full-scale attack on the existing economic system and as a 
pica for state enterprise a Voutrance. Counter arguments were, 
therefore, not slow in forthcoming. There were first the objec- 
tions formulated in terms of theory even though much of the 
attack was initiated by business interests,^ which, under the still 
live rancour produced by the New Deal, felt themselves threat- 
ened by the new tendencies. The first argument of this group 
was, however, of an empirical character. It was argued that if 
the American or any other advanced economy was to be con- 
sidered senile in the late ’thirties, one would expect symptoms 
to have become apparent much earlier. Yet until 1929, that is 
until the onset of the depression, no one would have seen 
anything but signs of continuing growth and expansion. This 
argument is particularly important in relation to the population 
factor. A decline in the rates of growth had been evident for 
many decades; there is, therefore, no particular reason to base 
gloomy general forecasts on this tendency. Again, while a de- 
cline in the rate of increase of population may have depressing 

^ See Terborgh, G., The Bogey of Economic Maturity (1945) and The 
American Industrial Enterprise System (1946). The former is a particularly 
acute analysis by an able economist, marred only here and there by a 
polemical attitude which ascribes to the author’s opponents exaggerated 

views. 
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cfTecls on investment, it also reduces savings; and the two move- 
ments may be sufficiently compensatory. As regards the opening 
up of new lands, this tendency again can be shown to have been 
operative for a long time (in the United States, for example, 
many historians have long regarded the period after 1890 as 
marking shifts from the ‘extensive’ to the ‘intensive’ frontier). 
The argument is, therefore, necessarily forced back upon the 
questions of industrial innovation and the propensity to con- 
sume. As to the former, the opponents of the the(!^ry of the 
mature economy, attack the optical illusion of a few, <lramatic, 
inventions which are supposed to have made the industrial revo- 
lutions of the last three centuries. They point instead to the im- 
portance of a ‘total flow of technological development’/ and 
mention a large number of new industries of rising importance 
which perhaps only decades from now will be recognizable as 
the ‘carriers’ of the great industrial advance of this era. Thus, it 
is argued, the idea of a technical insufficiency of investment 
opportunity is a bogey. And if, in truth, actual investment tends 
to be inadequate to take advantage of the opportunities that arc 
present, the reason must be sought in aspects of economic, 
financial, or political policy which tend to have a discouraging 
effect. 

There is, of course, another factor in this argument which 
must not be overlooked. In the Keynesian scheme it is not only 
the volume of investment but also the schedule of consumption 
which determines the level of income and of employment. Wc 
have already seen that some believers in a chronic tendency 
towards underemployment base themselves on an insufficiency 
of investment. Others (even if they are prepared to grant that 
investment opportunities might not fail) believe that as con- 
sumers’ expenditure is fairly rigidly linked to income, another 
tendency to secular unemployment may be found in the relative 
stability of individual savings. Against this it has been argued 
that the propensity to consume is by no means as stable as the 
Keynesians have assumed. In particular, changes in total in- 
come are bound to affect its distribution (quite apart from 
changes in distribution deliberately brought about, by taxation, 
etc., as a result of changing social and political ideas); and 
modifications in the distribution of income have a very marked 
^ Terborgh, G., The Bogey of American Maturity , p. 89. 
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effect on the propensity to consume. But once the possibility of 
changes in the consumption schedule (and changes in invest- 
ment) are admitted, there is no longer a uniquely determined 
level of income or employment. There is only ‘a complex 
cumulative movement, not a movement toward some fixed 
position.’^ 

Attempts have been made to test these opposing views by 
means of statistical research. Indeed it is perhaps one of the 
major achievements of the ‘stagnation school’ that it re- 
awakened interest in the longer-term trends of the economy 
and greatly stimulated factual studies in this field — for example, 
in America, those of the National Bureau of Economic Re- 
search. But the evidence of the years during which the seeds 
of these controversies were planted — the two decades between 
ihe wars — does not clearly support one theory or the other.- 
The war produced an important change in opinion, even 
though this change did not become fully discernible until some- 
what later. Keynes himself was able, under the stimulus of war- 
time financial problems with which he had already become 
thoroughly acquainted in the first war, to combine much of 
his earlier analysis and prescription with the new concepts and 
terminology. In How to Pay for the War (1940) he presented an 
ingctiious mixture of theoretical arguments, founded 011 doc- 
trines derived essentially from his study ol the conditions of 
underemployment equilibrium, with sound practical advice 
drawn from the experience of earlier war and post-war infla- 
tions. In the monetary field, the policy advocated was not 
essentially different from his earlier notions. I’hcse were based 
on the view that no measures for raising the revenue necessary 
to prosecute the war could be successful, if policy was not 
directed to raising the level ol national income. Thus a mone- 
tary expansion was an inevitable prerequisite and only there- 
after did taxation and borrowing come into their own. This 
view was not fundamentally different from Keynes’s earlier 
descriptions of that ‘virtuous war-finance’ which had, in the 
end, prevailed during the first world war. But there were some 
significantly novel features which could rightly be traced back 
^ Burns, A. F., Economic Research and ihe Keynesian Thinking of our Times 
( p. 10. This short paper, a report of the National Bureau of Economic 
Research, contains an excellent discussion of the subject, 

* ibid. 
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to the new theoretical apparatus of the General Theory. For tlic 
first time the notion of the ‘inflationary gap’ made its appear- 
ance, clearly a child of the new analysis which operated with 
economic aggregates. Keynes argued that when taxation, bor- 
rowing, direct controls such as price control, allocation and 
consumer rationing (none very efficient but each in a measure 
indispensable in the existing situation) had been ysed to the 
full, there would still remain a gap, an excess otf spendable 
funds in relation to available supplies, which on^ a radical 
system of deferred pay could bridge. Such a system cif post-war 
credits would have the additional advantage of providing a re- 
serve against a post-war slack of purchasing power. 

The influence of these ideas on policy, particularly in Britain, 
was great. What is even more important from the point of view 
of intellectual history is the fact that they were taken up witli 
zest by many writers, in whose work both the general problem 
and its individual components were further developed. A spate 
of articles and books on the problems of economic and financial 
policy in war-time appeared. It would be wrong to ascribe 
to Keynes the exclusive role in directly stimulating frcsli 
work in price control, rationing techniques, exchange, interest, 
or fiscal policy. In the long run, however, a great affinity 
between this work and his general doctrine became apparent. 
Most of the work on these particular subjects was increasingly 
set into a framework of analysis concerning the economy as a 
whole, thus showing a much greater awareness of the effects of 
measures in one department on others, of tlie inadequacy of 
individual policies in the absence of suitable balance of the 
economy as a whole. 

Most significant of all was the emphasis placed on the a\ oid- 
ance of inflation, the closing of the ‘inflationary gap’. Some 
critics have claimed to see in this- development a reversal oi 
Keynes’s earlier views. The disciples, on the other hand, have 
been able to quote many passages from Keynes’s earlier writ- 
ings, as well as from their own, to show that the dangers of 
monetary expansion had always been present in Keynes's 
mind, and that the problems of full employment were as cap- 
able of being tackled by the tools of the General Theory as were 
those of underemployment. As far as Keynes himself is con- 
cerned, it is, no doubt, true that his purpose was to evolve a 
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theory of employment rather than of unemployment, and to 
discover the means by which the level of economic activity 
could be main tained over long periods at a high level rather than 
only those by which it could be lifted out of the trough of de- 
pression. Ihe war was, nevertheless, an intellectual watershed 
in this respect, and the doctrine of the ‘inflationary gap’ its 
clearest expression. It was from this point on that it becanje 
possible to free current theory from excessive attention to the 
problem of underemployment and to generalize it in the direc- 
tion originally desired by its chief exponent. But before we 
sketch these further developments, it is necessary to describe 
another, major, contributing stream to the formation of 
[H'cscnt day thinking. 

The Statistical Contribution 

Little has been said in this book about the relation of statistical 
en([niry to the development of economic thinking. It might be 
tcini)ting to relate Petty’s pioneering efforts in vital statistics, 
Qiictelet’s hornme moyen, and the nineteenth-century English 
blue books, for example, with the appearance of new tendencies 
in pure economic theory. It is, however, unlikely that even with 
great ingenuity close affinities could be established or elaborate 
the ories of family relationship evolved. In particular, much 
of the statistical work of the century preceding the second world 
war was carried on virtually in isolation from economics, even 
though, on occasions, individual practitioners worked in both 
fu'lds. This is not to say that the need for a close link was not 
recognized (c.g. by Jevons), or that examples of cross-fertiliza- 
tion could not be found. The mercantilists’ views on the foreign 
trade mechanism owed much to, admittedly rudimentary, at- 
tempts as collecting foreign trade statistics; while their precepts 
ef policy, in turn, suggested new directions for statistical activ- 
ity. In Petty’s own day, economic theorizing was much influ- 
t^nced by data on public finance. Throughout the nineteenth 
rentury the collection of statistics on, for example, earnings and 
hours worked, or, later, on monetary matters, was undoubtedly 
part stimulated by the search for quantitative proofs of 
theoretical propositions. Senior and Marshall certainly derived 
much valuable material from their experience on various Com- 
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missions of Enquiry and other public bodies. In turn they 
brought their theoretical equipment to bear upon the problems 
with which they were confronted. 

Nevertheless, these examples remain isolated. Jevons’s recog- 
nition of the need for a systematic link between the two branches 
of enquiry went unfollowed beyond its formal acceptance in 
tl^e more broad-minded text books on ‘method’. A somewhat 
more determined attempt to forge such a link followed the rise of 
the institutionalist school in the United States, an^ the very 
great impetus given to quantitative work by early, followers 
of this school must be acknowledged.^ Much of it was purely 
statistical, in the sense that it was accompanied by only a 
general hope that a greater knowledge of the facts of the 
economic system would, in the end, enrich thought by pro- 
viding a test for old hypotheses or by suggesting new ones. In 
one field, however, a more self-conscious attempt to make new 
statistical discovery subserve the evolution of theory was made: 
that of the business cycle. Here, the outstanding name is that 
of Wesley Mitchell.^ Under the influence of Veblen, he not only 
made major contributions in this particular field, but also for 
many years, largely through his direction of the National Bureau 
of Economic Research^ stimulated fresh factual work in all branches 
of economics to a quite unprecedented degree. It is a matter for 
debate how far Mitchell (and others who worked on similar 
lines) really succeeded in the search for a synthesis between 
the deductive and the empirical approaches. But even on a 
generous interpretation of the amount of theoretical innovation 
contained in his work,^ it is at least true to say that a con- 

^ As a good example of outstanding pioneer work in this category might 
be mentioned the construction of an Index of Production. See Stewart, 
Walter W., ‘Index of Production’ in American Economic Review (1921). Other 
examples of pioneering statistical work to be recorded are Day, E. E., 
‘Measurement of Variations in the National Real Income’ in Journal of the 
American Statistical Association (1921), and the path-breaking studies on the 
balance of payments of the United States by J. H. Williams beginning with 
‘The balance of international payments of the United States for the year 
1920’ in Review of Economic Statistics (1921). 

^ His first important volume being Business Cycles (1913). Three others that 
should be recorded are: Mitchell, W. C., Business Cycles: The Problem and 
its Setting (1927); Thorp, W. L., Business Annals (1920) and Burns, A. F. 
and Mitchell, W. G., Measuring Business Cycles (1946). 

* For a somewhat over-zealous interpretation see Friedman, M., ‘Wesley 
Mitchell as a Theorist* in Journal of Political Economy (1950). 

510 



THE STATISTICAL CONTRIBUTION 

siderable process of ‘distillation’ still remained necessary before 
his quantitative work could be made to yield major general- 
izations. 

It is, however, significant that problems arising from the 
general course of development of the economy (at least in the 
short run) first led to a deliberate effort to combine statistical 
and theoretical work. Even in the early stages these efforts were 
fairly successful. In this field, too, several years later, the signs 
of a successful synthesis of the greatest significance begin to appear. 

Yet another major element went into this synthesis: the 
growth of ‘national income’ analysis. The concept of the 
national income or ‘national dividend’, though appearing under 
different names and with somewhat varying meanings, was not 
a novelty in the history of economic thought; neither was dis- 
cussion of changes in its distribution, nor of the fiictors causing 
fluctuations in the total. From the circulation process of the 
Physiocrats, through Adam Smith’s annual fund and Ricardo’s 
relative shares of the factor of production, a study of the national 
income has in fact been co-terminous with the central enquiry 
of economics as such. What is new, however, is the application 
of mathematical techniques and statistical data to these basic 
concepts, the transformation of the concepts themselves to make 
them more appropriate to the actual facts of a changing, com- 
plex, economic situation, and, finally, the application of both 
the statistical technique and the apparatus of theory to 
problems of policy. 

Some indications aic to be found here and there in the 
earlier literature of an appreciation of the specific problem 
involved in this synthesis. Irving Fisher in his Nature oj Capital 
and Income (igo6) explicitly set himself the task of evolving 
concepts suitable to economic accounting.^ In the Marshallian 
system, too, the national dividend and the causes which pro- 
duce changes in it are at the core of the analysis. This is still 
more obvious in Pigou’s Economics of Welfare (1920) in which 
particular policies are examined almost exclusively in relation 
to their effects upon, first, the distribution and, second, the total 
size of the national dividend. 

' In a recent work: A Review of Economic Doctrines 1870-1929 (J 953 )j 
P; 274, Mr. T. W. Hutchison has rightly drawn attention to Fisher’s 
pioneering effort in this respect. 
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It was, however, from the side of specific factual studies that 
the greatest impetus was to come. The pioneers were actuated 
primarily by the desire to perfect the statistical material avail- 
able on changes in the total income of all the individuals oi' 
a country and changes in its distribution among different classes 
of income-earners. These studies went hand in hand with at- 
tempts to obtain more accurate and complete series <)f data ovei 
time of production and of expenditure, since it was clear fiom 
the outset that, expressed in terms of money, tlic^ provided 
alternative, but equivalent measures for tlie same rri^agiiitudcs. 

The pioneering work in this field took place in England. The 
first attempt at a comprehensive estimate relating to the yeai 
1 91 1 was that of Bowley in The Division of the Product of Industry 
(1920). A more elaborate version appeared in 1927 in Bowley 
and Stamp, The National Income in 1924. Later still (1932) Colin 
Clark published a study which went further than earlier at- 
tempts by setting out in a connected fashion the material over a 
number of years {The National Income 1924- 1931). In this period 
falls also the first comprehensive study of national expenditure, 
Feaveaiyear, A. E. ‘Spending the National Income’ in Economic 
Journal (1931)^, a belated sequel to the pioneering work of the 
nineteenth century German statistician Engel. By this time, 
other statistical series had been much improved and greatly 
assisted work on the national income. A good deal of what in the 
comprehensive studies had had to be based on fairly loose esti- 
mation could now be drawn from accurate time series. The 
British Census of Production first published in 1924, the American 
Production Index already referred to, the increasingly accurate 
and vastly enlarged statistical material in both Britain and the 
United States on earnings, prices, and hours worked, may all 
be mentioned in this connection. 

From the ’thirties on, the subject of national income studies 
in both its quantitative and conceptual aspects was vigorously 
taken up in the United States and for some years the major 
contributions came from that country. ^ Again it was the 

^ Followed by ‘National Expenditure 1932’ in the Economic Journal (i 937 ^* 

^ The Canadian contribution must, however, not go unrecorded. In 1919 
there appeared Goats, R. H., ‘National Wealth and Income of Canada’ in 
Monetary Tim«, January 3, 1919, and from 1931 on the Canadian Dominion 
Bureau of Statistics, responsible for much pioneering work in other fields, 
has produced statistics of national income. 
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National Bureau of Economic Research which took the lead.^ 
Though this movement derived at first from what might be 
termed pure factual curiosity and a desire to improve statistical 
techniques, it is clear that the onset of the great depression had 
a considerably stimulating effect. In the face of changes in 
profits, prices, employment, savings, investment and all the 
other national economic variables unprecedented in their 
rapidity and magnitude, the machinery for gathering data and 
arranging them in a manner which was meaningful for ‘clinical’ 
observation was greatly improved. The various new agencies set 
up in the United States under the New Deal programme such 
as the Agricultural Adjustment Administration and the 
National Recovery Administration, the Social Security pro- 
gramme and the various relief projects, all found that their 
successful operation depended on a much greater knowledge of 
certain areas of the economy than existing statistical material or 
technique made possible. Greatly expanded statistical activity, 
strongly fostered, or directly pursued, by Government, followed. 
The remarkable co-operation and co-ordination of activity 
between Government, the Universities, various research institu- 
tions and learned foundations and business which ensued was 
not only most productiv'e at the time but has remainc^d a 
characteristic feature of the American economic scene. 

At the centre of economic policy, too, the depression years 
greatly stimulated the amassing and systematic use of statistics. 
For the purpose of making decisions, first and foremost in the 
traditional field of fiscal policy. Government needed to ha\^e 
information on total income and its utilization. This was essen- 
tial if it was to be able to judge the effects of different courses of 
action in the field of taxation and government expenditure. 
A fresh impetus was thus given to work on the central problems 
of national income analysis and to the organization of suitable 
governmental machinery for securing it. Developments in this 
regard in the United States were closely paralleled in Britain. 
In 1930 there was set up an Economic Advisory Council whose 
duties included a ‘continuous study of developments in trade 
and industry — and in the use of national and imperial resources, 
of the effect of legislation and fiscal policy at home and abroad, 

^King, W. I., The National Income and iU Purchasing Power (1930). An 
curlier work by the same author should also be mentioned. Wealth and 
income of the People of the United States (1915). 
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and of all aspects of national, imperial and international 
economy with a bearing on the prosperity of the country’. It is 
immaterial at this point to judge how effective this new 
instrument was;^ what is significant is the comprehensive and 
mutually related manner in which the various factors that make 
up the state of the economy are here expressed and the explicit 
recognition which is given to the collection and meaningful 
arrangements of facts in the formulation of policy. ! 

Nor did recovery from the depression slacken li^ie impulse 
that had thus been given. Emphasis, however, was shifted from 
consumer expenditure with its effects on prices, profits and 
employment, to investment by business, either in fixed capital 
or in stocks. These were essential data for the formulation of 
correct decisions, not only in fiscal policy but also in money and 
credit control, the tasks of which were naturally changing once 
tlic upturn had begun. 

Considerable progress in all these directions had already been 
made by 1939. The war put the existing statistical machinery to 
the test and provided a most powerful stimulus to its improve- 
ment. In these aspects of national economic policy directly con- 
cerned with the war effort, major advances in statistical activity 
were recorded. They included estimates of prospective supplies 
and requirements (food, raw materials, munitions) and fore- 
casts of manpower and output and in each the technique of 
drawing up ‘budgets’ was greatly perfected. But more signifi- 
cant for the principal theme of this account are the improve- 
ments which took place at the centre: the refinement and speed 
with which estimates of the aggregates of the economic system, 
that is of statistics of the national income, were made and pre- 
sented to those responsible for decisions on policy. Once more, 
Britain took the lead. In 1941, there was set up in the Cabinet 
Office a Central Statistical Office, which had the task, apart 
from providing a higher degree of co-ordination than hitherto 
of the statistical activities of different Government departments, 
of producing the central statistics of national income and pro- 
duct without which it was recognized that a war in which all the 
nation’s resources were engaged could not be successfully 
prosecuted. It is not only a tribute to the steadfast judgment 

^ The reader is referred to Sir E. Bridges’s Stamp Memorial Lecture: 
Treasury Control (1950), pp. 13-15, for an assessment. 
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of those who were responsible for this decision, but it is also a 
symptom of the recognition given to the significance of this 
type of analysis for economic policy that in the days of greatest 
physical danger work of, at first sight, so academic a character 
should have been vigorously pursued. From 1941, annual 
estimates of national income and expenditure, showing each 
time greater scope, refinement, and accuracy, have been pub- 
lished by the British Government. In the United States a similar 
development took place. A National Income Unit was set up in the 
Department of Commerce and each July the Survey of Current 
Business (a publication of the United States Department 
of Commerce) produces data for the preceding year. 

In other countries, too, a similar development can be traced, 
though usually with a time-lag. In Western Europe, and in a 
number of countries of the British Commonwealth, these deve- 
lopments go back to the ’twenties and ’thirties, and in many of 
them the war gave a special impetus. In few, however, is the 
availability of the material as great, the technique as refined, or 
the organization as perfected as it is in Britain and the United 
States. In the most recent past, however, far-reaching and 
surprisingly successful attempts have been made both to im- 
prove matters in this regard in countries where development 
has been slow and to increase the international comparability 
of national income statistics.^ 

The great improvement in statistical technique which has 
been traced above also led to important refinements in the con- 
cepts used and in the theoretical structure into which the 
quantitative material was fitted. The American economist 
Kuznets, in particular, was responsible for enquiries in which 
statistical research went hand in hand with major advances in 
bio theoretical apparatus. In a short article written in 1933 he 

^ Some reference will be made below to the growth of international 
economic co-operation since the war and to its effects on economic thinking 
and policy. Much pioneering work had already been done by the League of 
J^ations; and in recent years the United Nations and its specialized agencies 
have' a remarkable extension and improvement of economic statistics to their 
credit. Special mention may be made of the work of the Organization for 
European Economic Co-operation and its National Accounts Research Unit in 
iiifluencing the improvement of national income statistics^ and analysis. 
Among the many publications of this body which deal with, or have a 
bearing on, this point may be mentioned: A Simplified' System of National 
Accounts (1951) and A Standardized System of National Accounts (1952)* 
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set out with great clarity possible definitions and classifications 
of the various items entering into the national accounts. More- 
over, the discussion of terms was closely associated with funda- 
mental propositions in economic theory relating to wages, 
profits, capital and interest.^ In a later work a wealth of 
historical material was provided. ^ 

Just before the war, the impact of the Keynesian; analysis of 
the relation between income, consumption, saving and invest- 
ment began to be felt. Statisticians endeavoured now to direct 
their researches to the discovery of time series for these aggre- 
gates that would best fit the Keynesian scheme and thus pro- 
vide appropriate quantitative tests. The war accelerated this 
process. 

In Britain, the other countries of the Commonwealth, and in 
the United States, the question had to be answered what size of 
war effort could be mounted. At the same time the problem 
was to ensure that the financial flows were appropriate to the 
balance sheet of use of resources, that is, to ensure that there 
was no inflationary gap. In Britain, the work of the Central 
Statistical Office already referred to was consciously directed to 
this task and valuable improvements in technique resulted. 
New terms appeared: gross and net national income (depending 
upon the treatment given to allowance for depreciation and 
amortization); national income at market prices or at factor 
cost (depending upon whether or not prices paid by consumers, 
i.e. including indirect taxation and ‘transfer payments’ gener- 
ally are taken as the basis) ; gross as against net national product 
(including the output not only of the business sector of the 
economy but of government as well); and so forth. 

Undoubtedly many obscurities and disagreements remain.^ 

^ Kuznets, S., ‘National Income’ in Encyclopaedia of the Social Sciences (1933)) 
Vol. XI. This article remains indispensable to this day. 

* Kuznets, S., National Income and its Composition jgig-ig^S (1941). 

^ For a more detailed account of the various ways of measuring and pre- 
senting these data the reader is referred to: Gilbert, M. and Jaszi, G., 
‘National Product and Income Statistics as an Aid in Economic Problems’ 
in Dun*s Review (1949), Meade, J. E. and Stone, J. R. N,, National Income and 
Expenditure (2nd ed. 1948) ; the July 1947 issue of the Survey of Current Business; 
Samuelson, P. A., Economics (1952), pp. 230-249; Ruggles, R., National Income 
Accounting and its Relation to Economic Policy (1949) ; Central Statistical Office, 
National Income and Expenditure jg^S-ig^i (1952) (this gives a particularly 
useful account of method. The latest volume, 1953, should zdso be con- 
sulted), and the two O.E.E.C. publications mentioned above. 
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The expression in monetary terms of the various magnitudes 
involved raises many acute problems in the field of index num- 
bers. The comparison of the estimates of different countries 
aggravates this problem by introducing the issue of exchange 
rates as expressing (or not expressing) true purchasing power 
or balance of payments parities. Moreover, the treatment of 
foreign balances in the accounts is still a disputed subject 
particularly on the question of how changes in terms of trade &re 
to be allowed for. Nevertheless, there is already a very large 
measure of agreement on the general techniques to be employed 
in this field. Above all there is virtual unanimity as to the purpose 
for which these statistics are designed. This purpose is best de- 
scribed in the following terms taken from an official publica- 
tion: to provide ‘a measure of the goods and services becoming 
available to the nation for consumption or adding to wealth’; to 
provide ‘a series of '‘social accounts” . . . tracing every im- 
portant money “flow” from its origin in one account to its 
destination in another’, ‘or . . . of expenditure between different 
groups of commodities’, and to analyse ‘movements in figures of 
expenditure on goods and services between changes in quantity 
and changes in price. 

There is also a considerable measure of agreement of how, 
beyond this immediate purpose, the construction of social ac- 
counts can be made use of both for diagnosis and prescription 
in economic policy. In war-time, in particular, this further 
purpose became plainly apparent. The planning of production 
so as to avoid both bottlenecks and unused capacity, the 
channelling of production into war-essential industries, the 
restriction of personal consumption and its direction into chan- 
nels appropriate to the total war effort, and, perhaps most im- 
portant of all, the measures needed for financing the war 
effort, all these could be sensibly devised and administered 
only in relation to the kind of total picture of the economy 
which national accounts analysis provided.^ 

Since the war, further studies in this direction have been 
made. At this point, however, the account must necessarily turn 

^ Central Statistical Office, National Income and Expenditure P* 3* 

* For a succinct demonstration of how, in this respect, a simple theoretical 
scheme can be successfully linked with statistical data see Meade, J. E. and 
Stone, J, R. N., National Income and Expenditure, pp. 42"44- 
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to the more general effect which this enlargement of the con- 
tacts between theory and fact has had on economic thinking 
generally and on the relation between economics and public 
policy in particular. 


Towards a New Synthesis 


The tendencies in economic thinking that have become ap- 
parent in the last two decades have sometimes been summed up 
as constituting the birth of a ‘New Economics’ or cvep a ‘New 
Political Economy’. These terms suggest something of a revolu- 
tionary change in the science. Moreover, since so much of new 
work was originated or at least propelled by one man, Keynes, 
it is not uncommon for the resulting change to be regarded as 
the culmination of a process led by one powerful iconoclast. 

It should be clear from what has been said before that such 
an assessment is an exaggeration if not a distortion of the true 
quality of this process. Nevertheless, the change in the general 
climate of opinion compared with the inter-war years remains 
striking. And it is no exaggeration to say that the present-day 
is characterized by a powerful trend towards synthesis in 
economics. 

In the first place, there is evident a much greater coalescence 
in the techniques used by different practitioners. There arc, of 
course, still many economists who rely exclusively on ‘literary’ 
formulation of theory and who eschew the use of the differential 
calculus and of the mathematical method generally. There are 
others whose chief contributions are presented in so highly re- 
fined a mathematical manner that they remain inaccessible to 
many of their fellow economists. ^ Again, there are still statisti- 
cians whose sole activity is the enlargement of quantitative 
knowledge unencumbered by speculation about the possible 
theoretical uses to which their material might be put. And there 
arc, perhaps, still a few economic theorists who neither work, 
nor make much use of work, in the field of ‘Applied Economics’. 
But all these are diminishing in number to a point where one 
may speak of a much greater occupational mobility among 


^ A good example of an important work which has remained somewhat 
neglected probably for this reason is Bergson, A., ‘A Reformulation of 
Certain Aspects of Welfare Economics* in Quarterly Journal of Economics 

(1938). 
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economists and statisticians than ever before.^ A striking symbol 
of this coming together of different schools was the foundation, 
as long ago as 1 930, of the Econometric Society, among whose 
founders were some of the leading literary as well as mathema- 
tical theorists and statisticians from a large number of countries. 

It is idle to attempt to assess whether statistical or theoretical 
enquiry deserves most credit for this development. There is little 
doubt that the statistical advances have enormously enrichdH 
theoretical work. Apart from the national accounts analysis 
already described, one has only to think of the striking improve- 
ments in foreign trade and financial data wliich have decisively 
influenced the theory of the balance of payments, and of inter- 
national economic relations generally, to realize what a debt is 
owed to the statisticians. On the other side, this quantitative 
work could not have been successfully pursued without a back- 
ground of theory. 

Another feature of the contemporary scene which bears wit- 
ness to this tendency is the improvement in teaching methods 
and text-books. The divisions in the mid-’ twenties between 
‘pure’ and ‘descriptive’ economics, between the central core of 
theory dealing with the determination of individual prices 
under perfect competition and the multitude of real problems 
such as monopolistic conditions or the business cycle, which did 
much to divorce the work of the undergraduate student of the 
subject from his later preoccupations, are definitely tending to 
disappear. This can be most readily seen in a comparison of 
the average introductory text-book of thirty years ago with the 
more popular ones of today. While none of the well-established 
propositions of older theory would be omitted in the better 
modern text-book, they are combined with a great deal of 

^ A few among many possible examples must suffice. Professor P. A. 
Samuelson’s Foundations of Economic Analysis (1927) though still using more, 
and more difficult, mathematics than the average economist can cope with, 
IS a skilful blend of literary and mathematical technique, of ‘pure’ and 
‘applied’ interest, of synthesis and of pioneering work. (See, in particular, 
the section on Welfare Economics, pp. 203-253). The co-operation of Pro- 
fessor Meade and Mr. Stone in national accounts works which has already 
been mentioned, is an example of a most fruitful fusion of theoretical and 
statistical work; so is Mr. Milton Gilbert’s work which has also been men- 
tioned. Most of the economists who resumed academic work after a spell of 
public service during the war have reflected the widening of their interests 
in a much greater catholicity of methods employed. 
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material drawn from more recent work on economic aggregates, 
on economic fluctuations and on public policy. Moreover, the 
discussion tends at every stage to be illuminated by reference 
to the facts of older history or recent experience. Thus, much of 
what the student of a generation ago had laboriously to relate 
and combine in his own mind as he went through his various 
courses, tends now to be presented to him synoptic^lly in his 
first year. ^ 

A third and even more important symptom of this\tendency 
is to be found in the quality of the theory itself. The View has 
been expressed that, in its earlier stages, what may be loosely 
called the Keynesian theory had an underemployment bias. 
As time went on, this bias became less general, but it tended to 
persist here and there, and, indeed, as a result of an often 
experienced intellectual time-lag, to become more intensive 
where it did persist. In part, the hostility which was so often 
meted out to the new theory provoked jealousy and an exces- 
sive zeal in defence. In part, the experiences of the war, during 
which the consequences of full, rather than of insufficient, em- 
ployment of resources were the major preoccupation, tended 
to be overlaid by anxiety over reconversion to a peace-time 
economy and the haunting fear of an immediate post-war 
slump. Inevitably, too, the new analysis and technique — in 
transmuted and, therefore, only too often distorted forms — had 
been appropriated by political ideology. As a result of all this, 
the enlargement and generalization of the new theoretical 
apparatus took longer to become apparent than need have been 
the case on grounds of pure intellectual advance alone.^ 

After several years of relatively full employment of resources 
in several Western countries, the problems of such a situation 

^ To take Professor P. A. Samuelson’s Economics, An Introductory Analysis 
(2nd cd. 1952) as the prototype of this kind of text-book, is perhaps to 
support unfairly the point made above, by choosing an altogether out- 
standing specimen. What is particularly striking in this book, when com- 
pared with old-fashioned examples, apart from its synoptic quality, is the 
arrangement of the subject matter. Its deserved popularity shows, at least, 
that its method is widely appreciated. 

2 Though this, too, has not always been as rapid as would have been 
desirable. An example is that of the theory of wages policy. An interesting 
little booklet containing some recent Swedish work became available to 
English readers only in 1952. (Turvey, R., ed. Wages Policy Under Full 
Emplcyment (1952).) 
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(not least through its international consequences) became plain 
to statesmen and the general public. At that stage, the inherent 
comprehensiveness of the new theory and of its statistical hand- 
maiden, the national accounts analysis, was more widely recog- 
nized. Many economists claim that there is nothing surprising 
in this; and many of Keynes’s most faithful disciples have felt 
themselves unjustly accused of inconsistency because of their 
advocacy of prudent social or monetary policy in very differeAt 
circumstances from those in which their theory of economic 
balance was first propounded.^ 

Whatever may be the individual rights and wrongs in this 
matter, there can be little doubt about the high degree of 
unanimity now prevailing among the majority of economists 
as to the general significance of the new theory of economic 
^gS^egates. The possibility is now generally recognized of both 
a ‘deflationary gap’ leading to underemployment and of an 
‘inflationary gap’ which may exist in conditions of full employ- 
ment and show itself in serious price or wage disturbances or in 
international disequilibrium threatening, in the end, the main- 
tenance of full employment itself. Even if, today, the Smithian 
maxim that ‘what is prudence in the conduct of every private 
family, can scarce be folly in that of a great kingdom’, would 
not be regarded by many economists as appropriate to all 
situations in which the economic system may find itself, there is 
much less basic disagreement than is sometimes supposed upon 
the correlative significance of older and newer doctrines. 

This means also that there is a central core of agreement as 
to the proper place and scope of economic theory within the 
general framework of the social and political disciplines. At 
first, the Keynesian theories tended to exacerbate the Methoden- 
sireit of the ’thirties. By providing new arguments to the inter- 
ventionists they seemed to run counter to the newly-fashionable 
doctrine of the neutrality of Economics. Little is nowadays heard 
of this debate. Perhaps in the outcome, the greater attention to 
economic aggregates and economic balance has had a bene- 
ficial effect on methodological issues. The absolute neutralism at 

^ For example, Professor Hansen, who has not unnaturally pointed to the 
consistency of a man who wears an overcoat in winter and a straw hat in 
summer. ‘Keynes on Economic Policy’ in Harris, S. E., The New Economics y 
('947). P- 207- 
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one time preached by some (and which always seemed to re- 
quire almost superhuman detachment, not to say a split person- 
ality, of the economist) finds few advocates today. At the same 
time, the General Theory and later developments, by strengthen- 
ing the instrumental character of economic analysis, have 
tended to separate more effectively analysis from diagnosis and 
policy, even if they provided better means for combining these 
fhetors for practical ends. ‘ 

Another subject on which there has been little if a^y debate 
in tlie last few years is that of the longer-term trends of our 
economic system. ‘Stagnationists’ and ‘anti-stagnationists’ have 
been virtually silent. The former, in particular, have shown 
little inclination to revive their earlier pessimism. The unpre- 
cedented ease with which conversion was effected, the volume 
of technological innovations and the speed with which they 
were applied in industry, the achievement of very high output 
levels and the maintenance over long periods of high levels of 
employment have given proof of the resiliency of the economic 
system, in the face of which prophecy of an inevitable slowing 
down of economic progress could hardly survive. Again, as the 
wider implications of modern theory become more generally 
acknowledged, the quasi-sociological and political doctrines 
concerning the long run which appeared in the first versions, 
tended more and more to be regarded as speculations which 
were not indispensable to the theory itself and which could, 
therefore, with advantage be left to other social scientists. 

All this is not meant to convey the impression that the central 
part of modern theory has now reached perfection. A great deal 
of work still remains to be done. In particular, just as the 
gradual perfection of the theory of individual prices tended to 
result in a highly static analysis, so also in the general theory of 
economic balance there is a danger that excessive attention 
may be paid to a comparison of different states of equilibrium 
at the expense of dynamic study. Fortunately, there are many 
economists who have recognized this danger and who are in- 
creasingly studying the paths by which states of equilibrium are 
reached and, indeed, the likelihood of their being achieved 
at all in various conditions.^ Here, moreover, the marriage 

^ See Marschak, J., ‘A Cross-section of Business Cycle Discussion’ in 
American Economic Review (1945). 
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of analytical and empirical work can be of very great value. 

In another field of theory, that of international economic 
relations, while much progress has been made, the ideas of the 
last decade are not yet fully absorbed. Keynes himself devoted a 
major part of his thinking and writing to these matters. In the 
last years of his life, the attempt to build a sane and stable 
international economic order absorbed by far the greater part 
of his energies. It seems difficult to find any other example 
of the extraordinary amalgam of highly refined economic theory, 
practical experience in public adininstration, and statesman- 
ship, or of a more fruitful collaboration between practitioners 
in these various fields and across national boundaries, than 
went into the fashioning of post-war economic plans, or even in 
the more transitory arrangements that have served the Western 
world so well in the immediate post-war period. And it may 
well be argued that it is not any major deficiency of theoretical 
analysis in these matters which is the most crying need today. 
Nevertheless, few economists would be satisfied with the present 
state; and mxich fruitful work lies ahead in re-examining, with 
the newly-fashioned analytical tools, old concepts (such as the 
terms of trade or the theory of exchange rates), as well as 
available historical data.^ 

In sum, however, the state of affairs in economic theory is 
fairly reassuring. This is reflected, perhaps most significantly, in 
the much greater recognition of the service which economics can 
render in the field of policy and in the much greater use of 
economists to advise and assist in the tasks of administration and 
statesmanship. When a distinguished administrator (not himself 
an economist) describes the processes of planning as having to 
rely, inter alia, on ‘how much or how little can be had of the 
necessaries and the good things of this life, given the existing 
and prospective resources of foreign currency ... an estimate of 
the national productive resources and a division of the antici- 

^ Two interesting examples of very different kinds may be mentioned: 
MacDougall, G. 1 ). A., ‘British and American Exports: A Study Suggested 
by the Theory of Comparative Costs’ in Economic Journal (i95i~I952)j 
and Laursen, S., ‘Production Functions and the Theory of International 
I rade’ in American Economic Review (1952). On the other hand, mention 
nuist also be made of the outstanding work in the more practical field of 
international economic relations of Professor J. H. Williams, for example his 
l^ostAVar Monetary Plans (1944) and numerous recent articles. 
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pated product between home and foreign markets . . . (which) 
necessarily involves assigning relative values to the main vari- 
able factors in the economy’, he is describing the kind of 
analysis and its statistical counterpart which economists have 
evolved during the last fifteen years.^ A major purpose which 
economics can serve is even more specifically recognized in the 
following: ‘1941 thus marks the date when a new theme was 
introduced into the making of the Budget, namely I the infla- 
tionary-deflationary scheme, a conscious attempt to\use fiscal 
measures to hold the balance between the money in, people’s 
pockets and what they could buy with it.’^ 

This development has not, of course, come about solely as the 
result of improvements in economic theory and of a general 
enlightenment as to the role it can perform. In all advanced 
Western countries there is now a greater concern of the State 
with the welfare of the individual. What is even more significant 
for the present theme, the State’s responsibility so to conduct its 
general policy as to foster high and stable levels of employment 
is more explicitly accepted. The wartime Employment White 
Paper approved by all political parties in Britain, the Employ- 
ment Act (1946) in the United States (from which flow the 
President’s periodic economic reports), to mention only two 
examples, clearly mark an important change in the general re- 
lations of the Public Authority to the economic system. 

Nor has this change stopped at the national frontier. It has 
been a major feature of every post-war economic plan that 
economic relations between nations should be so organized 
and conducted as to foster stability and high levels of employ- 
ment. The tendency towards economic nationalism, rational- 
ized to some extent by the General Theory and its sequelae^ was 
never regarded by Keynes or his more enlightened disciples as 
anything but a pis-aller. It was regarded as being applicable 
only in the short-run and to situations of exceptional difficulty 
which could not be dealt with solely by reliance on longer-run 
tendencies. In this regard, also, practical experience as well as 
the steady development of theory have produced a better 
balance between the doctrines of the ‘old’ and the ‘new’ 

^ Franks, Sir O., Central Planning and Control in War and Peace (i947)j 
pp. 32-33. 

* Bridges, Sir E., Treasury Control , p. 18. 
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?conomicsA And the much wider and more intensive co- 
)peration — through new institutions or by older methods — in 
iiternational economic matters between the Western countries 
>ince the war has also helped to infuse the ideas and terms of the 
xonomist into public aifairs. 

It would be wrong to draw the conclusion either that con- 
iroversy in Economics has now ceased or that in some way 
Economics has turned away from the individualist philosophy 
ill which it was cradled. The core of agreement is probably 
larger and more solid than it has been for many years. But there 
are still many differences of opinion particularly where analysis 
serves to diagnose an actual situation and when such diagnosis 
must tend to determine policy. The Keynesian ^inalysis and a 
study of national accounts may give a most complete picture of 
possible relationships. But, when one moves from the abstrac- 
tions of theory to reality, it becomes necessary to decide, for 
example, whether a particular mox ement in prices or profits or 
mployment denotes the onset of a real inflationary develop- 
ment (or of a serious downturn in aetivity) or is only a minor, 
short-lived phenomenon. In the one case a major change in 
.onomic policy may be necessary, requiring the use of monc- 
iry, fiscal and possibly other measures. In the other, the sharp 
ise of only one of the means at the disposal of the Authority may 
uffice. International complications aggravate the difficulty of 
estimating the duration of any particular movement and thus of 
the correct combination of long- and short-term policies to 
iip})ly. 

Nevertheless, even here it may not be vain to think thcit a real 
idvancc has been made. The effects of the individual aspects of 

licy arc perhaps better appreciated than ever before and in 
toe ii may be hoped that their combined effects in any given 
situation can be better estimated. What is, however, clear is 
that the appropriate combination will vary from time to time 

^ Many quotations could be culled from the General Theory or Keynes’s 
other writings. Most telling on this point is the reference to the ‘atteinpt to 
ose what we have learnt from modern experience and modern analysis, not 
^0 defeat but to implement the wisdom of Adam Smith’ in a speech in the 
ilouse of Lords on the Anglo-American Financial Agreement on December 
^ 945 * The whole of his last, posthumously published, article ‘The 
^^lance of Payments of the United States’ in Economic Journal (1946) is 
^ospired by the same spirit. (It is unfortunately also an example of how 
^"'hblc could be, on rare occasions, its author’s short-run judgment.) 
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and place to place in relation to factors that are by no means 
wholly susceptible to economic analysis. Thus, there continues 
to be inherent in the propositions of theory, even when it is 
most concerned with those features of the economy which have 
a direct bearing upon State action, a limitation which cannot 
be removed except at the cost of destroying the very basis on 
which the science has rested since its foundations. Recognition 
of this truth is now more widespread than it was in the inter- 
war years and doctrinal disputes between ‘iritcr\Vaitionists’ 
and ‘non-interventionists’ tend to be rare, even though debate 
is as active as ever on individual proposals for State action. 
Such an attitude is entirely in accordance with the views of 
Keynes liiinself and with the whole tradition of economics in 
which he was schooled.^ 

There arc, nevertheless, some dangers inherent in the ‘New 
Economics’ which must l)e faced. Inevitably, thinking in terms 
of the aggregates (T the economic system tends to foster a 
mechanical view. An enlightened attitude when methodological 
issues arc debated is, therefore, not a complete safeguard against 
tlie tendency to invent ‘gadgets’ for which more is claimed 
than can possibly be accomplished by any piece of economic 
policy alone. Indeed, to think of economic policy in tcTins of 
engineering has potentially dangerous results for tlie tradition 
of rationalism which Economics has managed to preserve 
through many vicissitudes. The search for the philosopher’s 
stone is a recurrent motif in the history of economic thinking; 
and it leads nearly always to excesses which give anti-ration- 
alism a chance to extend its hold over men’s minds. ^ 

More than good economic policy goes to the making of a 
prosperous community, and more than good economic analysis 
goes to the making of good decisions in economic policy. The 
quality of wise judgment, political and administrative, essential 

^ Professor Hansen has collected an impressive array of quotations from 
the General Theory itself to show that in the Keynesian system individualism 
and an active public policy can live happily side by side: ‘Keynes on 
Economic Policy* in Harris, S. E., The New Economics, pp. 203-204. 

* The, in many ways, admirable expert studies produced by the United 
Nations National and International Measures for Full Employment (1949) and 
Measures for International Economic Stability (1951) are not entirely free from 
this danger. The use of the term ‘built-in stabilizers* is perhaps symptomatic 
of an attitude, laudable in intention, but potentially dangerous in the 
long run. 
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to the life of a democratic community, cannot be made un- 
necessary by even the most refined economic theory or the most 
comprehensive statistical machine. Further advances in both 
can be made and, when made, will case the task of statesman- 
ship. But, if, in the event, the ‘New Political Economy’ turns 
out to be not so new after all, it should occasion no surprise to 
students of the history of economic thought. 
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